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American Institute of Accountants
BOARD OF EXAMINERS

Examination in Auditing

November 16, 1920, 9 A. M.

to

12:3O P. M.

Answer all the following questions’.
1. You are called to audit the accounts of a large railroad
system. State shortly what its sources of income are, what records
you would expect to find containing the details of them, how they
are generally summarized in order to bring them on the books of
the company, and how you would satisfy yourself of their
accuracy.
2. In auditing the accounts of a large corporation you find an
account with Liberty bonds, charged with $200,000.00, represent
ing the cost of bonds subscribed and paid for by the company. At
the date of the balance-sheet to which you are to certify, the bonds
had a market value of $187,500.00. What attitude would you take
as to their valuation in the balance-sheet ?

3. What do you understand by the terms
(a) Contingent assets ?
(b) Contingent liabilities?
Give three illustrations of each.
Where would you look for items?
Should they be set up on the books of the company ?
Should they appear on a certified balance-sheet of the company?
If so, where and how stated ?
4.

How may the amount of a merchant’s stock on hand be
401
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estimated from time to time when it is not practicable to take a
physical inventory more than once a year?
5. State concisely your understanding of the purpose of and
the difference between the following kinds of audits, indicating
briefly your conception in the absence of special instruction of the
extent of your responsibility in each case, whose interests you
would consider yourself obligated to protect, and the forms of
certificates you would expect to furnish, assuming no qualifica
tions were desired. Except where stated to the contrary, you may
assume the audits relate to a corporation.
(a) Continuous or periodical cash audit.
(b) Annual audit.
(c) Financial audit or investigation.
(d) General audit of trustees or executors’ accounts for pro
bate.
(e) Audit required under a patent infringement.

6. What steps should be taken in the most complete possible
verification of the capital stock account of a corporation
in an audit for a year, if during that year the authorized capital
was increased and new stock was issued, and certain shares were
acquired and held by the company (assuming that it is legal to do
so), and if (a) there is a registrar of the stock and (b) there is
not?
7. State definitely the procedure you would follow in verifying
the liability of a corporation on account of notes payable as shown
by its books.

8. You are engaged by bankers to undertake an investigation of
a business incidental to a proposed refinancing. The instructions
from the bankers are received subsequent to the date of the balance
sheet to which you are expected to certify. How would you proceed
to verify the asset of cash, explaining the necessity for each step ?
9. Draft forms of certificates for inventory and outstanding
liabilities of a manufacturing business with which you are fami
liar, stating nature of the business.
10. In auditing the books of a corporation you find that certain
officers, apparently without any authorization, are indebted heavily
to the corporation. How would you proceed in such circum
stances ?
402
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Examination in Accounting Theory and Practice
Part I
November 16, 1920, 1 P. M.

to

6 P. M.

Answer questions 1 and 2 and any three other questions
THE NATIONAL SHALE BRICK COMPANY, INC.

Trial balance—October 31, 1920
Allowances on sales...................................................
Accounts receivable ...................................................
Accounts payable ......................................................
Bonds—first mortgage 6%.......................................

$ 1,500.00
22,000.00
$ 19,000.00
150,000.00

Buildings:
Tunnel kilns................................................ 150,000.00
Periodic kilns...................................................... 100,000.00
Gas producer ......................................................
50,000.00
Dryer tunnels......................................................
10,000.00 Mill—pans and machines ..................................
10,000.00
• Power-house........................................................
5,000.00 •
Sheds and stables...............................................
2,000.00

Cash in bank...............................................................
Capital—1,000 shares at $100.00 each.......................
Coal on hand ..............................................................
Discounts on sales......................................................
Gas coal used—kiln firing.........................................
Horses and carts........................................................
Inventory—bricks, November 1, 1919.............
Interest on bonds ......................................................
Insurance.....................................................................

2,000.00
100,000.00

1,200.00
4,500.00
55,000.00
1,000.00
5,711.75
6,750.00
2,500.00

Labor:
Quarry..........................................................
12,000.00
Pans and machines............................................
36,000.00
Dryer ...................................................................
8,000.00
Setting .................................................................
27,000.00 Kiln firing............................................................
65,000.00
Unloading, etc.......................................................
30,000.00
Power ................................................
7,000.00
Materials and supplies used:
Pans and machines.....................................
15,000.00 Quarry..................................................................
3,000.00
Dryers .................................................................
1,500.00
Setting .................................................................
750.00
Kiln firing...........................................................
3,000.00
Unloading kilns, etc............................................
4,000.00
Power ..........
5,000.00
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Machinery and equipment:
Pans and machines.....................................
Power-house ................................................
Quarry..................................................................

Materials and supplies on hand................................
Office supplies and expenses.....................................
Prepaid taxes..............................................................
Payroll ........................................................................
Quarry rentals paid in advance................................
Sales—brick ...............................................................
Sales—coke—net .......................................................
Sales—broken and spoiled brick—net.....................
Salaries—officers’ ......................................................
Salaries—office ........... ..............................................

Steam coal used :
Drying ..................................................................
Power...................................................................
Quarry ........... •.....................................................
Superintendence .........................................................
Taxes ...........................................................................
Reserve for depreciation...........................................
Unexpired insurance .................................................
Surplus ........................................................................

$50,000.00 15,000.00
10,000.00 -

1,800.00
2,500.00
600.00
$ 3,500.00

7,500.00

415,000.00
7,000.00
2,000.00
10,000.00
4,000.00

5,000.00
6,000.00 *
2,000.00 •
10,000.00
3,000.00
25,000.00
750.00

53,o61.75
$774,561.75

$774,561.75

The foregoing is the trial balance of the National Shale Brick
Co., Inc., manufacturers of shale bricks. The operations consist
of (1) blasting, digging and conveying the shale to the machines,
called quarrying, (2) grinding, mixing and moulding the wet
bricks, called pans and machines, (3) drying, (4) building the
bricks in the kiln and preparing the kiln for firing, called setting,
(5) burning or kiln firing, (6) opening the kiln and unloading and
stocking the burnt bricks, called unloading.
The kilns are equipped with gas burners, the gas being pro
duced on the premises. Some coke is obtained from the gas pro
ducer, which is sold.
The production reports for the year ended October 31, 1,920,
are:
Wet bricks produced ...................................................
Good and carried to dryers.........................................
Spoiled in drying ......................
Spoiled in burning......................................................
Set in kilns...................................................................
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850,000
830,000
16,000,000
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Bricks sold during the year were 14,500,000.
The inventories of bricks on hand November 1, 1919, were as
follows:
Burned bricks in yard.................
Burned bricks in kilns...............
Bricks burning in kilns...............
Green bricks in kilns..................
Green bricks in dryers.........

55,000
200,000
100,000
80,000
50,000

@ $16.25
@ 14.75
@ 10.20
@
7.10
@
5.60

$ 893.75
2,950.00
1,020.00
568.00
280.00

$5,711.75

The candidate is required to calculate the number of bricks on
hand October 31st, but is advised that, of the total, 100,000 are in
the kiln completely burned, 250,000 are in process of burning,
100,000 green bricks are in the kiln. Bricks in process of burning
and drying are taken as averaging half the process. Shale and wet
bricks from the machine are used as produced and no inventory is
taken into account.
The inventories are priced at cost. In the case of burnt bricks
work overhead is included; in other cases it is excluded.
The shale bed is rented, rental being payable at the end of each
year on the tonnage used. This is calculated at the rate of 3½ tons
per thousand wet brick and the rate is 10 cents per ton. The agree
ment provides for a minimum rental of $4,000.00 per annum. In
case the quantity of shale used is not sufficient to make the
$4,000.00 the company is allowed to retain the difference out of
subsequent years in which the quantity used may amount to more
than $4,000.00.
Depreciation:
Per cent
per annum
Tunnel kilns...................................................................
7½
Periodic kilns....................................................................... 10
Gas producer ............................................................
10
Dryer tunnels.....................................................................
7½
Machinery equipment .......................................................... 10
Other buildings ..................................................................
5
Sheds and stables ................................................................ 20

Power is divided 10% to kiln firing, 90% to pans and machines.
Prepare statements showing cost of manufacture, cost per
thousand bricks for each operation, profit and loss account and
balance-sheet.
2. (2) The X Y Z company established for ten years has a
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machinery and equipment account which has been increased from
year to year as new equipment purchases have been made. It
appears also that certain renewals and repairs have been charged
to this account. Each year a credit has been made to the account
for depreciation, offset by corresponding debit to profit and loss
account, the ratio of depreciation being adequate. The company
now disposes of a part of its plant at a price equal to what was
paid for it seven years previously and credits the entire amount
to machinery and equipment account. What adjustments, if any,
are needed to correct the account ?
(b) The company also has several delivery trucks charged to
truck account at cost, against which it has set up depreciation at
end of each year by credit to a separate reserve for depreciation of
trucks, debiting the amount to profit and loss account. A truck
was purchased January 1, 1918, for $4,000.00. Depreciation has
been provided at 20% per annum. On December 31, 1919, the
truck is wrecked by collision. $1,000.00 is obtained from the in
surance company and $250.00 obtained from salvage. What
entries are needed to adjust the ledger accounts?
3. In a certain department of a large dry-goods house the pur
chases for a year were $30,000.00. They were in the first place
marked up for “selling” purposes to $45,000.00. Later additional
mark-ups amounting to $2,000.00 were made and mark-downs
were also recorded aggregating $5,000.00. At the end of the fiscal
period there were found to be on hand goods of the marked selling
value of $10,000.00. State how you would ascertain their inven
tory value for the purpose of closing the books and calculate the
amount. Explain fully.
4. Mr. Richard Roe, a married man, requests you to prepare
his federal income-tax return for the ten months ended December
31, 1919, from the following information which he has submitted
to you:
INCOME RECEIVED DURING THE YEAR

Salary ..................
Directors’ fees..............................................................
Rent of property (net)................................................
Interest on investments ...............................................
Dividends on bank stock.............................................
Dividends on stock held in industrial companies. ...
Dividends on stock of a corporation organized and
doing business in a province of Canada.............
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$5,000.00
105.00
7,596.54
1,648.32
2,500.00
11,500.00
1,500.00
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He has paid out:
Interest on his personal indebtedness........................
Taxes on income-producing real property.................
Taxes on real property not producing income.........
Personal household expenses .....................................

$2,500.00
1,600.00
400.00
2,500.00

He also reports:
Loss of a dwelling house, from which he had re
ceived rents, by fire, no insurance being carried

1,200.00

Judgment rendered against him in his suit to collect
on the past due note of Harry Hanson—
Principal .......................................................................
Interest .........................................................................
Legal expenses..............................................................

2,000.00
320.00
150.00
$2,470.00

State the resultant tax. The rates for individual taxes for 1919
were:
First $4,000.00—4%, thereafter 8%
Surtax

Per cent
$ 5,000.00 to $ 6,000.00-— 1
8,000.00-— 2
6,000.00 "
8,000.00 " 10,000.00-- 3
10,000.00 " 12,000.0a- 4
14,000.00- 5
12,000.00 "
"
16,000.00-- 6
14,000.00
16,000.00 " 18,000.00- 7
18,000.00 " 20,000.0a- 8
20,000.00 " 22,000.0a- 9
22,000.00 " 24,000.00—10
24,000.00 " 26,000.00—11
26,000.00 " 28,000.00—12
28,000.00 " 30,000.00—13

A married man is entitled to an exemption of $2,000.00.
5. The balance-sheet of the Rozinante Company at June 30,
1920, was as follows:
Liabilities
Assets
Plant and equipment.... . $15,000.00 Capital stock...................... $25,000.00
3,000.00 Accounts payable...............
2,000.00
Merchandise ...................
1,000.00
Cash ................................
8,000.00
Deficit .............................
$27,000.00
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A and B buy the entire stock, new certificates being made out
to them in equal proportions. The price agreed upon is $20,000.00,
of which $15,000.00 is paid in cash, the balance being represented
by a joint and several note for $5,000.00 signed by A and B. In
addition, the former stockholders, X and Y, as part of a contract,
are allowed to withdraw the $1,000.00 cash shown in the above
balance-sheet.
Without consulting an accountant, A and B open a new set of
books, but are uncertain how much to credit capital stock. They
therefore ask the former stockholders what their $25,000.00 credit
to capital stock represents, and are informed that “it was the
amount we paid for the stock of the corporation when it was
organized.” Acting on this information they credit capital stock
with the price they agreed to pay for it, opening new books by the
following journal entry:
Plant and equipment ..........................
Merchandise .........................................
Goodwill ...............................................
Capital stock ................................
Accounts payable..........................
Notes payable to X and Y...........

$15,000.00
3,000.00
9,000.00

$20,000.00
2,000.00
5,000.00

As the corporation is in need of funds an attempt is made to
borrow $1,500.00. The bank will not accept the corporation’s note
but offers to lend $750.00 to A and the same amount to B on their
personal notes. The notes are issued and the cash deposited in
bank to the credit of the corporation. A and B agree that this
$1,500.00 shall be considered “an additional investment” and an
entry is made debiting cash and crediting capital stock, $1,500.00.
When the notes mature a cheque for $1,500.00 is drawn on the
corporation’s batik account, but the bookkeeper does not know
what account to charge and asks for your advice. Upon investi
gation you find the facts as set forth above.
Comment on the propriety of the transactions and the entries
and state what entries you would advise the bookkeeper to make.
6. The following letter is received by a practising accountant
from a man not previously known to the former.
“I am contemplating the purchase of a business, the proposal
of the present owner being that I pay him a flat price of $500,000.00. He states that the plant and real estate are worth $200,408
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ooo.oo, the inventories and accounts receivable $250,000.00 and the
cash $30,000.00. The liabilities of the business which would be
assumed by the purchaser amount to $120,000.00. The profits are
said to be good and stable.
“The nature of the business appeals to me and I am much in
terested in the proposition, but I have never had any experience
in such matters and cannot make up my mind. I do not know
how to determine what the business is worth or what dangers are
involved in taking over a business in this way. My lawyer has
suggested to me that public accountants are generally employed
in such circumstances. Not having engaged any in the past I do
not know in just what way their services would be useful to me
in making up my mind or in taking delivery if I should accept the
proposition.
“Will you kindly advise me in the matter ?”
Write an answer to the above letter.
Examination in Commercial Law

November 17, 1920, 9 A. M. to 12:30 P. M.

Give reasons for all answers
Negotiable Instruments

Answer three of the following four questions:
1. Is the following a negotiable instrument?
Boston, Mass., July 1, 1920. One year after date, for value
received, the Y. Z. corporation promises to pay to the order of
Adam Brown three thousand dollars with interest at the office of
the Y. Z. corporation, Boston, Mass., or, at the option of the
holder thereof upon the surrender of this note, to issue to the
holder hereof in lieu thereof thirty shares of the preferred stock
of said Y. Z. corporation and to pay to the holder hereof in cash
the interest then due upon said sum. The Y. Z. Corporation, by
Y. Z., President.

2. What is the effect of indorsement of a negotiable instrument
(a
) by an infant?
(b
) without consideration, by a corporation?

3. A sold his automobile to B, warranting it to be a 1918 model
in good mechanical condition. B gave A his note in payment of
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the purchase price, of which note C became the holder in due
course. B, after a few days, found that the automobile was a
1917 model and in such defective condition that its actual value
was but a small proportion of the purchase price paid by him, of
all of which X had knowledge. X subsequently purchased the
note from C. Could he enforce the note against B ?
4. How may a ‘‘qualified endorsement” be made and what is
the effect of such an endorsement?
Contracts
Answer both the following questions:
5. A entered into the following agreement with the R. S.
Cement company:
“Memorandum of agreement made this 6th day of July, 1905,
between A, first party, and R. S. Cement company, second party,
to wit, first party agrees to give the ‘R. S.’ brand cement the pref
erence in his sales of cement for the year 1905, and, in considera
tion thereof, second party agrees to sell said brand of cement to
the first party during the year 1905 at the price of 95 cents a bbl.
f. o. b. Haverstraw, New York.”
A ordered several shipments of cement which were duly de
livered and paid for. Subsequently the market price for cement
rose and the cement company notified A that it would furnish no
more cement under the agreement. A then purchased his cement
elsewhere during the remainder of the year at higher market prices,
and he sought to recover from the cement company as damages the
difference between the cost of the cement purchased by him at the
prevailing market price and what the cement would have cost at
the price provided in the agreement. Could he recover ?
6. Define
(1
) a joint contract.
(2 ) a joint and several contract, and point out the rights of
the respective parties under each.
Corporations
Answer both the following questions:
7. In what circumstances are directors of a corporation au
thorized to declare dividends, and what are the liabilities of direct
ors for declaring an unauthorized dividend?
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8. The X corporation owns certain personal property of which
B has wrongfully taken possession. A owns all of the stock of the
X corporation and brings in his own name an action to recover
the property from B. Is A entitled to recover?
Partnership
Answer one of the following two questions:
9. A, B and C form a partnership, each by mutual agreement
contributing equally to the original capital. Later C furnished
various further sums to the partnership to prevent financial diffi
culties, the partnership finally being obliged to make an assignment
for the benefit of its creditors. What are C’s rights with regard
to the additional sums furnished by him?
10. C is admitted as a partner in a partnership composed of A
and B on contributing a certain amount to the partnership capital.
Prior to C’s admission, the partnership of A and B incurred a large
obligation which subsequent to C’s admission as a partner the part
nership assets were insufficient to satisfy. A and B having no
financial responsibility, X seeks to satisfy his claim out of the
individual assets of C. Can he succeed?

Bankruptcy
Answer the following question:
11. On examining the books of the Y corporation you find a
judgment in favor of the corporation against A for $1,000.00 re
covered on December 10, 1919. You also find that on July 16,
1920, A filed a voluntary petition in bankruptcy showing assets
(both real and personal property) amounting to several thousand
dollars, and liabilities consisting, in addition to the judgment, of
amounts due on various promissory notes and open accounts. How
would you treat the judgment in preparing a financial statement
for the corporation?
Federal Income Tax
Answer the following question:
12. In 1909 A and B formed a corporation for the purpose of
conducting the business then carried on by them under a partner
ship, each taking equally shares of the capital stock. B died on
June 1, 1917, bequeathing his shares of stock to his son Z by will.
Because of B’s death the corporation ceased active business and
411
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began to liquidate. From time to time assets were disposed of and
dividends were declared and paid from the moneys received. What
is the status of such dividends for federal income-tax purposes
(1) as regards A?
(2) as regards Z?
Examination in Accounting Theory and Practice
Part II.
November 17, 1920, 1 P. M. to 6 P. M.

Answer questions 1, 2, 3 and any three other questions:
1. You are requested by the president of a corporation to assist
in the preparation of the federal income and excess profits tax re
turn of his company for the calendar year 1919, and for the pur
pose thereof the following data are submitted to you:
THE NOVEMBER CORPORATION
CONDENSED

TRIAL BALANCE

(AFTER

CLOSING)

For the year from January 1, 1919, to December 31, 1919

Particulars

Properties ...................
Depreciation reserve..
Goodwill acquired for
stock ........................
Investments in stock of
other corporations at
cost—
Domestic corps.
(25% interest)..
Foreign
corps.
(20% interest).
Inventories .................
Inventory reserves.......
Receivables .................
Bad debt reserves.....
Cash..............................
Bond discount.............
Commission paid on issue of common stock
Prepaid expenses.........
Preferred stock...........
Common stock.............
Bonds ............................
Current liabilities.......

January 1
Dr.
Cr.
$2,500,000
$500,000

December 31
Dr.
Cr.
$3,500,000
$700,000

1,500,000

1,500,000

250,000

250,000

100,000
3,000,000

100,000
5,000,000
500,000

2,500,000

1,000,000

3,000,000
250,000

100,000
1,400,000
90,000

2,000,000
80,000

60,000
50,000

60,000
40,000
1,500,000
2,500,000
1,000,000
1,600,000
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Provision for federal
income and profits
taxes ...................
Contingent reserve....
Preferred stock re
demption fund......
Earned surplus.............
Capital surplus result
ing from appraisal
of properties........

$ 700,000
250,000

$ 2,000,000
250,000

150,000
2,150,000

525,000
2,575,ooo

500,000

500,000

$11,450,000 $11,450,000

$15,530,oo

$15,530,000

STATEMENT OF PROFITS AND INCOME

For the year ended December 31, 1919
Sales ...............................................................................
$25,000,000.00
Less cost of sales ......................................................................... 15,000,000.00

Gross profit.................................................................................... $10,000,000.00
Deduct selling, general and administration expenses:
Selling expenses..................................................................... $ 3,500,000.00
Advertising ...............................................................
500,000.00
Collection expenses ...............................................................
200,000.00
Contingent losses on bad anddoubtful accounts...............
200,000.00
General office salaries ..........................................................
100,000.00
Profit-sharing bonus ofexecutives ......................................
250,000.00

Taxes:
Real and personal property taxes................................
Capital stock tax ...........................................................
Special assessments ......................................................
Life insurance policy premiums ........................................

50,000.00
5,000.00
10,000.00
5,000.00

Charitable contributions:
Public subscriptions ......................................................
Employees’ welfare ......................................................

25,000.00
30,000.00

Total expenses ........................................................

$4,875,000.00

Net profits from operations ........................................................

$5,125,000.00

Add other income:
Dividends received from domestic corpora
$100,000.00
tions ....................................................
5o,ooo.oo
Dividends on foreign investments.................
Interest received ..............................................
10,000.00

160,000.00

$5,285,000.00
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Deduct:
Interest paid .................................................... $250,000.00
Proportion of bond discounts written off. .. .
10,000.00

Net profits and income............................................

260,000.00

$5,025,000.00

Deduct:
Expenses in connection with issue of
capital stock ....................................... $50,000.00
Provision for federal income taxes (pre
liminary estimate) .................... 2,000,000.00
Special reserve against inventory.......... 500,000.00

Surplus net profits..................................................

2,550,000.00

$2,475,000.00

SURPLUS ACCOUNT

For the year ended December 31, 1919

Balance at the beginning of the year.........................................
Net profits for year.....................................................................

$2,650,000.00
2,475,000.00

$5,125,000.00
Less:
Excess of 1918 federal taxes actually paid
over amount provided at December 31,
1918..................................................... $100,000.00
Cash dividends paid on preferred stock:
January 31, 1919..................... $20,000.00
April 30, 1919 ................................ 20,000.00
July 31, 1919 .................................. 20,000.00
October 31, 1919............................ 15,000.00

75,000.00

Dividends paid on common stock:
In cash:
February 28, 1919 ......... $250,000.00
August 31, 1919 .....................250,000.00

In stock:
August 31, 1919......................
Preferred stock redemption fund.......

500,000.00
1,000,000.00
375,000.00

2,050,000.00
$3,075,000.00

You are also informed that the company was organized on Jan
uary, 1, 1910, with an authorized and issued capital of $4,150,000.00,
divided as to
Preferred stock
Common stock ........................................................
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You are further informed that of this capital $1,000,000.00
common stock was sold to an underwriting syndicate for cash at
par, less 6% commission, and that the remainder of the stock was
issued to the vendor company in acquisition of the business, prop
erty, goodwill and other assets taken over. The capital stock
outstanding has been unchanged from the date of organization to
January 1, 1919, except as to the redemption of the preferred stock
indicated, which took place March 31, 1917. The book values of
the fixed properties are based on an appraisal made by an appraisal
company as at March 1, 1913. In addition to the common stock
dividend paid during the year, the company issued a further
$1,000,000.00 common stock, which was sold for cash at par as
follows:
August 31 ...................................................................
October 31 ..................................................................

$500,000.00
500,000.00

On October 31, 1919, it also redeemed for cash and retired pre
ferred stock at par to the amount of $375,000.00.
You may assume the company was not engaged on any govern
ment contracts throughout the year 1919.
Prepare draft statements showing
(1) The amount of the company’s “invested capital” for the
year, which the treasury authorities will recognize for the purpose
of computation of taxes.
(2) The taxable net income for the year.
(3) The amount of income and excess profits taxes assessable
for the year.
Excess profits exemption for 1919 was 8% of invested capital plus $3,000.
Excess profits rates for 1919 were:
First bracket......................................
Second “ .....................................

20%
40

Income following in first bracket is that portion thereof not exceeding 20%
of invested capital. Income-tax rate for 1919 was 10%, with exemption
of $2,000.

2. A company was incorporated as of January 1, 1920, to take
over certain mines. The properties had been operated for some
time by a receiver, the bondholders having bid in the properties at
a foreclosure sale through a committee which turned over the pro
perties to the new company.
The plan of reorganization provided for the issuance to the
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bondholders of the old company of $1,000,000.00 preferred stock
and 10,000 shares of common stock of no par value of the new
company, being its entire capitalizaton. An arrangement was
made whereby the stockholders receiving such securities returned
to the treasury of the new company as a donation 2,500 shares of
common stock with the understanding that such shares should be
issued to the president for services to be rendered during the next
five years, delivery of such stock to be made to him 1/5 at the end
of each year.
The properties and assets acquired by the new company were as
follows:
Mines and fixed properties....................................
Current assets ........................................................

$1,800,000.00
300,000.00

Less current liabilities........................................................

$2,100,000.00
200,000.00

Net assets ........................................................

$1,900,000.00

(1) Prepare an opening entry to record the acquisition of the
properties and capitalizaton.
(2) How would you treat the 2,500 shares donated by the
stockholders ?
(3) How would the accounts of the next five years be affected
by delivery to the manager of 1/5 of such donated stock at the
close of each year?
3. The officers of the A. company find that they are unable to
meet current obligations and a receiver is appointed on April 28,
1919. The receiver calls for an inventory and a statement as at
date of appointment, which is given as follows:
Assets
Machinery and equipment.$507,300.00
Consigned merchandise... 220,000.00
Merchandise at mill........... 115,000.00
Cash .................................
800.00
Accounts receivable...........
1,400.00
Unexpired insurance.........
800.00
Employees’
Liberty
bonds ..............................
4,700.00

Liabilities
Reserve for depreciation..$ 7,300.00
J. Smith & Co..................... 250,000.00
Bank loans........................ 105,000.00
Acceptances ...................... 15,000.00
Bank overdraft.................
1,000.00
City taxes accrued...........
4,000.00
Collateral notes payable...
4,700.00
Mortgage on machinery.. 100,000.00
Accrued interest on mort
gage (to date)...........
3,000.00
Lease—machinery............. 30,000.00
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Accrued interest on lease
agreement ..................$ 10,000.00
Accounts payable.............. 110,000.00
Capital stock—common.. . 100,000.00
Capital stock—preferred.. 100,000.00
Surplus ............................. 10,000.00

$850,000.00

$850,000.00

On November 20th the receiver having disposed of all assets
for cash (except consigned merchandise and $400.00 accounts re
ceivable which were considered doubtful) calls upon you to pre
pare an interim statement for the information of the stockholders
and creditors.
He leaves the form to your judgment but suggests that it be as
concise as possible and that you show his valuations, as well as
book value, at date of receivership. He also wants a summary of
his transactions, not necessarily to include profit or loss showing,
and finally wants the statement to show conditions as they are at
date you are called in.
You find that the collateral notes payable were for accommoda
tion of employees and were secured by deposit of bonds, also the
property of employees, as per statement. The bonds have now
been delivered to the employees and the notes paid by them.
The court has authorized payments of the city taxes and accrued
interest of $400.00, which latter amount had been omitted from
the statements but included by receiver in his valuation statement.
Federal taxes were also found to be due and were also paid
(amount $1,000.00).
The lease covered machinery worth $30,000.00, but the firm
that furnished this machinery has accepted a release of the A. com
pany’s equity in this machinery as full payment of notes under
lease agreement and the accrued interest.
The receiver finds that J. Smith & Co.’s account represents ad
vances on the entire consigned merchandise and that this merchan
dise has been pledged to secure this claim in part (to the extent of
value of the merchandise). Receiver accepts book value for pur
pose of his records.
After removal of the leased machinery the remaining machines
and equipment were sold for $200,000.00 and the mortgage (and
accrued interest to date of payment, $5,000.00) were paid in full.
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(Receiver's original value placed upon all machinery was
$200,000.00.)
The merchandise at the mill was valued by the receiver at
$75,000.00, but after six months’ operation the amount on hand
was sold without inventory for $25,000.00.
The accounts receivable were valued by the receiver at $1,000.00
and the amount was in fact realized in cash, the balance appearing
doubtful.
Unexpired insurance is accepted by receiver at book value.
November 10th a rebate of $100.00 was received and all policies
were canceled.
Upon comparing the statement with the books you find accounts
payable understated $10,000.00 in the statement given receiver be
cause of an error on the part of a bookkeeper when closing books
at April 28th.
Claims were duly filed for entire amount owing (except
$10,000.00 accounts payable). An account in purchase ledger was
disallowed and is in dispute (amount, $5,000.00).
The receiver sold merchandise to the amount of $75,000.00 all
of which had been paid for. Other receipts were rent for portion
of building—sublet—$1,000.00; unclaimed wages, $500.00; in
terest on bank account to November 20, 1919, $200.00; cash sur
render value of insurance policy on life of treasurer, $1,000.00.
Other payments were receiver’s accounts payable, $50,000.00;
taxes, $3,000.00 (assessed since receivership); rent, $2,000.00;
legal expense, $5,000.00. No fee has been allowed receiver or
will be considered in your statement.
An analysis of the ledger determines the fact that only the fol
lowing bills and expense vouchers had been carried through the
invoice register since receivership, and all had been paid promptly,
viz: labor, $20,000.00; materials, $20,000.00; shop expense,
$3,000.00; heat and power, $2,000.00; freight, $1,000.00; general
expense, $4,000.00.
4. Indicate by appropriate journal entries, the various debits
and credits you would make in setting up the following reserves
for a balance-sheet, explaining briefly how you would determine
the proper amount of each reserve.
(a) Reserve for bad and doubtful debts.
(b) Reserve for trade discounts.
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(c) Reserve for cash discounts.
(d) Reserve for state, county and city taxes accrued.
5. It is now becoming quite common practice for corporations
to insure the lives of their principal officers, so that upon their
deaths the corporations may be in a measure reimbursed for the
loss to the business. You are asked to indicate what sort of entries
would be made by a company, from time to time, if it paid the
insurance premiums on a policy of insurance for $50,000.00 carried
on the life of its president under the four classes of insurance
policies indicated below:
10-year renewable term policy.
20-payment life policy,
Straight life policy,
20-year endowment policy.
Also indicate what entries should be made in the books for the
receipt of the $50,000.00 principal of the different classes of poli
cies, supposing the president of the company died during the fifth
year of the insured term.
6. In examining the accounts of a corporation engaged in the
manufacture of a variety of articles in respect of which a specifi
cation cost system is maintained as an integral part of the book
keeping (which, so far as inventories and cost are concerned,
forms the basis of the monthly financial accounts comprising
balance-sheet and profit and loss account), you find a large dis
crepancy between the total value of the physical inventory of
manufactured stock and work in progress, as priced at specifica
tion costs, and the corresponding general ledger account, the
physical inventory value being substantially less than the relative
book values. What investigation would you expect to make to
ascertain the cause of the discrepancy? What factors would you
expect to find contributing to it, and how would you dispose of
this discrepancy, and upon what theory would you recommend
that adjustment be made?
Actuarial Question (Optional)
7. What could a purchaser who wished to realize 3 per cent. on
his investment give for a bond for $10,000.00 which had four
years to run at 5 per cent, interest payable yearly, and thereafter
was repayable with a bonus of 10%.
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Cost Accounting for the Motion-picture Industry
By William S. Holman

The motion-picture industry is divided broadly into three phases:
the producing, distributing and exhibiting—corresponding to the
manufacturing, wholesaling and retailing branches of the ordinary
industry. This article will attempt to treat of the accounting fea
tures of the producing end only.
Many of the larger organizations engage in both the producing
and distributing phases of the industry, and a less number in all
three. In such cases the distributing and exhibiting phases are
usually carried on by subsidiary or controlled companies, or the
producing company is itself a subsidiary of a large distributing
company.
Producing companies fall largely into two classifications: first,
the company which produces pictures and distributes them either
itself or through a subsidiary company and, secondly, the com
pany, commonly termed an independent producer, which either
makes a picture and then disposes of it outright to a distributing
company or produces for a distributing company, under contract,
one or a series of pictures. In this latter instance, the distributing
company ordinarily advances to the producer a fixed sum to cover
the cost of production, and then takes over the exploitation and
distributing of the picture, the proceeds thereof, after recouping
the advance, to be shared by the producer and distributor on a
predetermined basis.
Another distinction that might be made in the case of pro
ducing companies is that between the company which is engaged
upon the production of more than one picture, and in many cases
a large number of pictures at the same time, and the company
which produces one picture at a time. Under the latter classifica
tion will fall the companies formed for the purpose of producing
pictures featuring one particular star, as well as a number of
smaller producing units. A number of the best-known stars have
their own companies and make only one picture at a time, and in
some cases only three or four pictures a year. In this case not
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many accounting problems will be presented and no very involved
cost system will be required. All production costs will be charged
against the one picture in process, and fixed charges for the year
will be distributed over the pictures made within that year on
the basis of time spent upon the production of each or upon the
basis of the direct cost of each picture.
Costs are not the subject of as great concern in the motion
picture industry as they are in many others, and in most cases it
is doubtful if comparative costs of different pictures are very
closely scrutinized. However, in the cases of companies engaged
in the production of a number of pictures at the same time costs
of particular pictures are a matter of considerable concern, and
this is also the case where pictures are made for distributing com
panies on the “cost plus” basis above mentioned. The benefits
derived from having accurate and trustworthy records as to the
cost of individual jobs in this industry as well as in any other are
too obvious to require mention, but it is, undoubtedly, a fact that
accurate costs have not always been obtained.
Direct costs for particular pictures are gathered in much the
same way as in the manufacture of other articles, by purchase
records, time and labor reports and reports of materials used.
Wages, because of the salaries customarily paid actors and
directors, constitute the heaviest item of expense, followed by the
cost of “sets,” a large part of which is also made up of wages
because of the labor involved therein.
It might be well to take up at this time the various items of
direct cost in the order of their occurrence.
First comes the cost of the story used in the picture. Pictures
are now to a great extent based on a published short story, novel
or play. In other cases scenarios are purchased from outside
sources. The cost of acquiring the motion-picture rights to these,
oftentimes amounting to a considerable sum, is the initial cost
of a picture. To this should be added charges covering salaries
of continuity writers who adapt the story to the screen and work
it up into the script used by the director of the picture. To
this might be added a portion of scenario department expense
based on the time given over to the various stories. Again the
story may be written by a member of the scenario department.
Here also salary charges and a proportion of scenario department
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expense would be direct costs. These costs would be gathered
from time reports submitted by the scenario department.
Next come the actual production charges. Antedating these,
however, may come other salary costs, since the director is usually
assigned to a picture some time before production commences.
His salary should be charged to the picture from the date of this
assignment, as he will be engaged in the preliminary work of
becoming familiar with his script, helping plan his sets, etc. Sal
aries of actors should also be charged to the picture from the time
they are assigned to it—unless actually working in another pic
ture—especially if engaged for the particular production.
At the end of each week the production manager will report to
the office the directors, assistants and cameramen and assistants
assigned to each picture, which will be made the basis of salary
distribution on the payroll. Each day the assistant director will
report the actors and actresses engaged for or assigned to his
picture, or the casting director at the end of the week will submit
a report of the days worked in each picture by each actor. These
reports will similarly be made the basis of salary distribution
by pictures. The salary of any of the staff or talent not engaged
in or assigned to any picture will be charged to an account called
‘‘salary of idle staff and talent,” which will be one of the indirect
expense accounts discussed later.
The first production charges will be for the cost of sets built for
the picture. Lumber, wall-paper and paint will be charged to
stock accounts when purchased. Each day the carpenter and paint
foreman will turn in reports as to the various materials used
that day. Ordinarily the requisition-on-the-stockroom method of
charging materials used would not be practicable. Costs will be
computed in the office and at the end of the week the reports sum
marized by pictures and the total cost of materials used in each
picture will be charged by means of journal entries and a credit
will be passed to the materials and supplies accounts.
Workmen engaged in the construction of sets will report each
day the time spent upon sets for each picture, each picture having
a number assigned to it. These reports will be accumulated in the
office and preferably worked up each day, so as to show what
part of each workman’s wage is chargeable to each picture. At
the end of the week a summary will be made and the payroll will
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be distributed on the basis of the total amount chargeable to
each picture for each workman for the week. (All salaries are
usually paid weekly in this industry.)
Next in order will be the cost of properties used in dressing
the sets, which with the exception of certain stock articles are
ordinarily rented. If, when the purchase or rental order is issued,
notation is made thereon of the number of the picture for which
the article is secured, the cost or rental charge can be charged
direct to the picture through the purchase register, as will be ex
plained later.
Then will come the salaries of property men, drapers, etc.,
engaged in preparing the sets, and then salaries of property men,
electricians and others assigned to each picture during its pro
duction. These costs will likewise be gathered by time reports
turned in each day, which will be accumulated and summarized at
the end of the week so that the total time spent by each man
upon the various pictures is known and made the basis of the dis
tribution of the salary paid for the week. There will be salaries
for nearly all the classes of labor mentioned above, which are not
chargeable to any particular picture. These will be charged to
appropriate accounts and distributed in the manner outlined for
indirect costs.
The cost for rental of costumes used in the pictures will be
handled in the same manner as the cost of properties. If the
studio itself maintains any considerable wardrobe and stock prop
erties for use in pictures a charge for such use may be computed
on the basis of the estimated useful life of the article, drawn up
in schedule form. The picture will then be charged rental for its
use from reports as to the time used submitted by the wardrobe
and properties departments. The credit would be passed to a spe
cial account, which would be an offset to the amount chargeable
as depreciation at the end of the year. Such a refinement, how
ever, would hardly be warranted except in the case of highly
perishable articles.
The cost of negative film used in the picture can be gathered
from the cameraman’s daily report as to film used, and the cost
of developing and printing film from invoices from the laboratory,
the picture number being shown on all invoices. Time reports
will cover the cost of cutting and patching film, and the cost of
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titles will be secured from invoices or time reports depending
upon whether this is done by the studio or on the outside.
The last item of direct expense will be the cost of labor ex
pended in tearing down sets, which will be gathered, of course,
from time reports. If the lumber and other materials used have
any salvage value remaining, this value should be passed as a credit
to the picture and charged to an account termed, perhaps, “sal
vaged materials.” If subsequently used in another picture the item
would be charged out at this value.
The rates for employees’ compensation insurance are high in
this industry, and since the premiums paid are based on the
amount of the payroll they may be computed and charged direct.
Fire and damage insurance is usually carried on each pro
duction, and this would also be a direct cost.
An item of cost which sometimes amounts to a considerable
sum is that of location expense. The cost of maintaining or rent
ing automobiles used in going to or from location, railroad fares,
lunches, fees and similar items would be included in this expense.
Such items would ordinarily be paid by an assistant director and
be charged to the picture by means of a statement of cash dis
bursed submitted by him.
Another item which might be treated as a direct charge would
be the cost of operating electrical equipment used for lighting
effects. The expense for current, depreciation of equipment,
etc., might be reduced to an hourly charge for use and so be
charged direct. Wages of operatives are, of course, a direct
charge, as has previously been mentioned.
Plant overhead, as explained later, may also be reduced to an
hourly or daily charge for studio or stage rental and be charged
to the picture on the basis of the time occupied by it.
A suggested outline for the classification of ledger accounts
for direct costs follows, arranged by primary, secondary and
subordinate accounts. Any of these accounts, of course, may be
further subdivided, or other accounts may be added whenever
desirable. These accounts should be appropriately numbered, as
for instance, the control account 50, the secondary accounts 50A,
50B, 50C, etc., and the sub-accounts under each secondary account
50A-1, 50A-2, etc.
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Direct charges
(control account)
Cost of story
(secondary account)
Scenario purchase
(sub-account)
Scenario and continuity salaries
Scenario and continuity expense
Salaries and wages
Cast (actors carried on regular payroll)
Talent (extras engaged for picture)
Staff (directors, assistants and cameraman and assis
tants)
Technical (property men, electricians, etc.)
Sets
Materials and supplies
Labor (carpenters, painters, paperhangers, etc.)
Properties
Rental
Purchase and damage
Wardrobe
Rental
Purchase and damage
Wardrobe and property room expense
Rental of equipment
Location expense
Film
Negative
Developing
Printing
Cutting and patching
Titles
Expense
Insurance
Proportion of indirect expense and plant overhead (to be
discussed later).

The control account in this case is direct charges. Now, if
picture cost sheets were ruled so as to provide a total column and
a column for each of the expense sub-accounts above given, each
picture having assigned to it a separate sheet, many advantages
which will be pointed out would result.
First, to obtain the full benefit of these advantages and to
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effect a large saving in time and labor the picture costs sheets,
which should be kept in a loose-leaf ledger controlled by the
account direct charges, should be posted from the same media as
the ledger accounts. This can be done readily by providing in the
purchase or voucher register, payroll, cashbook and journal a
special column for showing the picture number in the case of all
items going into these picture cost expense accounts, which could
also be carried out into one special column.
When this column is summarized at the end of the week for
posting to the individual direct cost expense accounts above
shown, it should also be summarized so as to show the total of
each sub-account for each picture. The totals for each account
would then be posted to the proper general ledger accounts and the
total for each picture of each class of expense would be posted in
the corresponding column of the picture cost sheets. By this
procedure the interlocking of cost records with the general ac
counts is automatic. The control account direct charges also con
trols the picture cost ledger, and the accuracy of the total cost
of each picture is not only absolutely assured, but the correctness
of the detailed expenses is proven, since the total of charges to all
pictures contained in the picture cost ledger for any one classifica
tion of expense must agree with the total for that expense as
shown by its general ledger sub-account.
When the total costs of any picture have been gathered, a
credit should be passed to the direct charges account for the cost;
and this amount should be charged to the account “completed pic
tures.” Care should be taken to see that each secondary and sub
account is credited with the proper portion of this total expense as
disclosed by the corresponding columns in the picture cost sheet.
The picture cost sheet in the ledger should then be removed so as to
maintain the balance between this ledger and the control account,
direct charges, and be filed in a transfer binder for completed
pictures. At the end of the year or when sales are made the ac
count completed pictures would be credited with the cost price, as
shown by the respective picture cost sheets, of pictures sold.
The account direct charges is then a control account of work
in process and the account completed pictures is an inventory ac
count of pictures on hand, supported by the detailed information
found in the transfer binder for completed pictures.
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As in most cost systems, the problem of distributing over
head equitably over product is here the most difficult one. A com
mon practice in manufacturing cost systems is to lump all manu
facturing costs other than direct charges under the general head
ing “indirect expenses” or “overhead,” and to distribute all the
many different items making up this total over product on one and
the same basis. Many times these items are not properly dis
tributable in the same proportion or on the same basis, and it is
believed that a useful purpose will be served by distinguishing
between different kinds of indirect or overhead expenses.
For the purposes of this article an attempt will be made to
segregate these various costs into two classifications, since it is
believed that greater accuracy will be obtained by so doing, inas
much as they form two more or less distinct classes of expense,
which are assignable to specific pictures on entirely different bases.
If the total cost of product is to be determined before the
end of the year it is necessary to estimate in advance the aggregate
amount of indirect expenses for the year. Now, one type of these
costs can be accurately estimated in advance, while the other type
cannot be estimated with any degree of accuracy at all. This is the
chief point of distinction between the two, and the advantage to
be gained by so distinguishing between them is that total costs
can be determined for each picture to a high degree of accuracy
within a short time after the picture is completed. By assembling
in one group those expenses which vary from time to time and are
applicable only to the period in which incurred, they may be dis
tributed at short intervals, and the product will be charged with
the actual amount of these expenses and not with an estimate or
guess as to what they will or should be.
These expenses fall broadly into two classifications: first, those
variable expenses which can not be assigned to any particular pic
ture, but are more or less dependent upon the number of pictures
produced, that is, the amount of production. These expenses will
be termed here “indirect production costs.”
The second classification consists of those expenses which are
fixed and invariable to a great extent, and go on irrespective
of the amount of production and, in fact, even if production activi
ties entirely cease. These expenses will be termed “overhead
charges” or “plant overhead.” An outline of accounts for the first
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class of expense mentioned, which is intended to be illustrative only
and not comprehensive, follows:

Indirect production costs
(control account)
Salaries and wages not chargeable direct (secondary account)
Indirect labor
(sub-account)
Wardrobe and property room salaries
Art department salaries
Supervision salaries
Unassigned staff and talent
Employment department expense
Wardrobe, property room and cutting room expense
Still and art room expense
Auto maintenance
Materials and supplies
Light and power (if not charged direct as above outlined)
Indemnity insurance (if not charged direct)
Since these and similar expenses largely arise because of the
pictures made within the period in which they are incurred and
also vary with the amount of production, it is proper that the pic
tures made within this period should bear the expense. They can
therefore be closed into picture costs at frequent intervals, say
every four weeks or monthly. The basis of this distribution would
depend upon the conditions obtaining at each particular studio,
but it is believed that a distribution in proportion to the total direct
charges would be as satisfactory as any other, if from the total
of direct there were excluded the salaries of talent, which fluctuate
violently, according to whether a highly paid star or stars or a
more modestly salaried cast is employed. This basis for the dis
tribution of indirect expense has been severely criticised as being
illogical and arbitrary, but these expenses will usually be found to
vary with and be largely dependent upon direct costs if salaries of
cast are omitted.
At the end of each month the total for indirect expense as shown
by its control account would be charged to direct costs, the charge
going also to the sub-account entitled “proportion of indirect pro
duction expense and plant overhead,” and also into the same
column in the picture cost sheets for the pictures affected.
For purpose of analysis it can also be ascertained for each
picture of what detailed expenses this total charge for proportion
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of indirect expense is made up by taking the same percentage of
the different expense sub-accounts as was taken of the total ex
pense for that picture. Examples of the type of expense termed
overhead charges, which would be classed under the group of ac
counts controlled by plant overhead, are:

Plant overhead
(control account)
Watchmen’s and janitor’s wages
(secondary account)
Rent
Insurance
(fire—plant and equipment)
General property taxes
(on plant and equipment)
Repairs to plant and equipment
Depreciation (plant and equipment)
Proportion of administrative expenses

These and similar expenses are more or less fixed, and it is
possible to determine in advance to a fair degree of accuracy the
exact sum to which they will amount in the course of a year or the
average amount per annum over a period of years. Unlike the
other type of expense, these expenses are not entirely applicable
to the period in which they are incurred, but must be averaged over
a longer period. Insurance is usually paid in advance for a year
or several years; taxes are paid once or twice a year; repairs the
cost of which is equally applicable to various periods will be made
in one period; rent may be paid in advance. Any extraordinary
expense incurred in one year may be averaged over several years
by means of suspense acounts so as to maintain an equitable
average. It is necessary, therefore, to know in advance to what
these expenses will amount for any period, and this is easy of
ascertainment in the case of these fixed charges.
In the case of expansions, additional ground rented or new
buildings erected, the additional costs applicable to these extensions
can also be determined in advance for the remainder of the year,
which is all that is necessary, as product complete theretofore
should not be charged with these additional costs.
It is true that the factors of depreciation and repairs on plant
and equipment will vary to a certain extent with use, but in this
industry at least this variation would be slight and the rate may be
fixed so as to cover the normal average use.
Having ascertained the total of overhead charges for the ensu
ing year—and nearly every one of these expenses is exactly
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ascertainable—it is a simple matter to allocate this total over the
plant so as to determine a daily or hourly rental for each stage
or lot, excluding, of course, the portion of these charges applicable
to space occupied by administrative buildings, which will form
a part of administrative expense.
When a picture is completed a charge at the determined hourly
or daily rate will be made against it for the space or stages
occupied. This charge will go into the control account for direct
charges and also into the direct expense of sub-account, termed
“proportion of indirect production costs and plant overhead.”
It will also go into the corresponding column in the picture cost
sheet, which will then contain two items: one for proportion of
indirect production costs and one for proportion of plant over
head. The contra credit should not go direct to plant overhead
but into an intermediary account until the end of the year, for
the reason that, unless all spaces or stages to which the total
plant overhead was allocated are occupied constantly, which is
improbable, not all of the plant overhead for the year will be
distributed over product. This discrepancy between the amount
distributed to pictures and the total of plant overhead may be
handled by means of the supplemental rate advocated by A.
Hamilton Church, in his discussion of the machine-rate plan of
distributing indirect expense.
At the end of a three-months’ period, for instance, so as not to
delay the final determination of costs for too long a time, or
even at the end of a month, the total amount charged to pictures
for studio or stage rental, as shown by the credits to the inter
mediary account referred to, should be compared with the pre
determined total of plant overhead applicable to that period. The
difference can then be allocated to pictures made within the
period as a supplemental charge for plant overhead, although this
will have the effect of penalizing such pictures because of failure
during that time properly to utilize all available space. Since
this difference is an indication of waste in not keeping up produc
tion, it will serve a very useful purpose by showing this fact, and
it should not perhaps be charged to particular pictures at all, but
be closed out at the end of the year as a loss. Of course, if the
organization is given over to the production of a certain picture so
much that other production has to be neglected, it is proper that
this picture should bear the loss occasioned thereby.
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Administrative expenses should, of course, be kept under a
separate classification. The proportion of administrative expense
to be borne by the producing end of the business will need to be
determined in each instance by the conditions obtaining. This
proportion should form a part of plant overhead. In the case of
a company which produces only and maintains no selling nor dis
tributing organization, the whole of administrative expenses would
be included in plant overhead.
Interest on the firm’s own capital invested in plant and equip
ment has not been shown as a production cost because of the
writer’s opinion on that subject. It is also thought that interest
paid on possible mortgages on plant should be considered as a
deduction from income rather than as a manufacturing expense.
In closing, it might be pertinent to mention one or two incometax problems that are probably somewhat peculiar to this
industry.
It is understood that the internal revenue bureau in several
instances has raised questions as to the tax liability of producers
who have deducted each year as expenses the total costs of pro
duction without taking into consideration pictures on hand at
the end of the year and pictures in process. It seems quite clear
that income cannot be correctly reflected unless the inventory
method of determining income is used. This basis was, un
doubtedly, not used in many instances because of failure to keep
accurate cost records.
A tax problem which frequently arises is that presented in the
case of a producer who distributes his pictures on a state rights
basis. The United States is divided into various territories for
this purpose and a value is set upon each territory. That is, the
total selling price of the picture is fixed, and each territory is
assigned a certain percentage of this total. The producer then
sells to exchanges in the different territories the right to exhibit
or sell exhibiting rights in their districts. At the end of an ac
counting period a portion only of the total territory for a certain
picture may have been sold. What is the inventory value of this
picture ? Although the legal title to the negative film still remains
with the producer, its value is diminished as territorial rights
are sold.
Inasmuch as the total amount to be realized is known with a
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fair degree of certainty, it would seem just to assume that the
same proportion of the cost of a picture remains on hand as the
proportion of the amount yet to be realized is of the total selling
price. If a material discrepancy later develops, an amended
return may be filed. (Since the question of the value of foreign
rights so complicates this question and the following one, it has
been ignored here because of lack of space in which adequately to
discuss it.)
Another problem frequently encountered occurs when a pro
ducer has contracted with a distributing company to produce one
or a series of pictures for it. The distributor does not buy the
picture outright but advances the producer, against the cost of a
picture, a certain amount for the exclusive right to exploit and
exhibit the picture for a period of years. Title remains with the
producer, and any amounts realized on the distribution of the
picture over and above the advance to cover cost of production,
which usually involves a profit for the producer, is shared between
them on an agreed basis. If at the end of an accounting period
the producer has made and delivered to the distributor such a pic
ture and received his advance thereon, should the picture be
included in his inventory, and, if so, at what figure?
In view of the fact that the earnings from a picture in this
case are a matter of conjecture and the producer does not know
that he will ever receive anything more than the advance, it would
seem permissible to consider the picture as disposed of, although
it is not known what the position of internal revenue officers
would be in such a case. In this case any excess of the advance
over the cost of making the picture would be net income for the
year of its receipt and any future earnings would be accounted for
as net income when received.
The motion-picture field is too broad and conditions at differ
ent plants are too varied to give anything like a comprehensive out
line of a cost system for it in an article of this length. What has been
given here has been only an attempt at sketching a way of securing
accurate costs under ordinary conditions. Many companies main
tain their own laboratories, machine shops, garages, etc., which
would complicate the problems somewhat, but such cases could be
handled in much the same manner as herein outlined by keeping
separate cost of service rendered, as an outside business would do,
eliminating, of course, the element of profit.
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Inadmissible Assets
By Milton Rindler
In my income-tax experience, I have learned that the average
business man does not even know what an inadmissible asset is—
much less its effect on a corporation’s excess-profits tax. If
this element of invested capital were of little importance, this
ignorance might be excused. But corporations make many invest
ments, which have an important effect on their invested capital and
consequently on their tax.
The government regulations define inadmissible assets as
“stocks, bonds and other obligations (other than obligations of the
United States) the dividends or interest from which are not in
cluded in computing net income.” The law proceeds on the theory
that if the income from an obligation is not taxed, the capital
invested in that obligation should not be included as part of the
corporation’s invested capital. In other words, it would be double
exemption first to exempt the interest on a state bond and then
to exempt 8 per cent of the capital invested in that bond. The
only exceptions are United States obligations, which may be
included in invested capital.
Thus, stock in a domestic corporation, municipal and state
bonds are inadmissible, while Liberty bonds are admissible.
A clear idea of what is and what is not an inadmissible asset
may be gained from the following distinctions:
As the term “obligations of the United States” includes only
direct obligations, bonds of Porto Rico are inadmissible. War
finance bonds are not considered obligations of the United States
and are inadmissible to the extent of a principal of $5,000.00,
because only the interest on a principal of $5,000.00 of these
bonds is exempt. The stock of federal reserve banks and federal
farm loan bonds are inadmissible.
The law exempts from tax dividends from a corporation which
is taxable upon its net income. Where dividends are received on
stock of a foreign corporation, which derives income (no matter
how. small) from sources within the United States, and to that
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extent is taxable under the law, the dividends so received are
entirely exempt. Thus, the stock of a foreign corporation, which
derives income from sources within the United States, is inadmis
sible, whereas stock of a foreign corporation, which derives no
income from sources within the United States, is admissible.
The fact that no income is received from the obligation during
the year does not affect its status as an inadmissible.
If part of the income from a stock or bond is exempt and
another part, such as income from the sale of the obligation, is
taxable, that proportion of the entire amount held of the obliga
tion from which this income is derived which the taxable income
bears to the total income is admissible. Take, for example, the
following case:
A corporation owns $15,000 of A stock and $40,000 of B
bonds at the beginning of the taxable year. It receives $750 in
dividends on the A stock (Jan. 1-July 1—$500.00.—July 1-Dec. 31
—$250.00.) and $500 profit on the sale of $5,000 of the stock on
July 1st of the taxable year. On the B bonds, interest of $2,000
is received during the year. The corporation pays during the
year $1,000 in interest on money borrowed to purchase the
bonds. The following schedule shows the amounts used in the
computation and the results:
Obligation Principal

Total
income

A stock..
A stock. .
B bonds. .

$1,000
250
2,000

$15,000
10,000
40,000

NonInad
taxable Taxable missible
$500
$500
$7,500
10,000
250
.......
2,000
1,000
20,000

Period
Jan. 1-July 1
July 1-Dec. 31
Jan. 1-Dec. 31

As the profit on the sale of A stock is one-half of the total
income, one-half of the stock is admissible from January 1st to
July 1st, the date of the sale. From July 1st to the end of the
year, the corporation holds $10,000. of inadmissibles. The law
provides that interest paid on indebtedness incurred or continued
to purchase obligations (other than obligations of the United
States issued after September 24, 1917), the interest upon which
is wholly exempt, is not deductible in computing net taxable
income. The disallowance of the interest paid is the same in
effect as taxing that much of the interest received on the obliga
tion for which the indebtedness was incurred. Therefore, that
proportion of the bonds for which the indebtedness was incurred
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which the disallowed interest (i. e. taxable interest) bears to the
total interest received on the bonds is admissible.
Under section 207 of the 1917 law and article 44 of regula
tions 41, borrowed money and inadmissibles could not be included
in invested capital. It was found in the working out of the law
that, if this provision were carried out, many businesses would
have no invested capital. Furthermore, it was inequitable because
the inadmissibles had been purchased partly or entirely with bor
rowed money. Assuming that they had been purchased with bor
rowed money, it was entirely wrong to eliminate both from
invested capital. Being pressed for a quick solution to the prob
lem, the treasury department passed a ruling giving the taxpayer
the benefit of the doubt by assuming that all inadmissibles had
been purchased with borrowed money. Only the excess of the
inadmissibles over the total liabilities was deemed to have been
acquired out of capital and for that reason had to be deducted
in schedule C of the 1917 excess-profits blank in computing
invested capital.
At first, this ruling was carried out by simply taking the
amount of inadmissibles and the amount of liabilities at the begin
ning and end of the year, and using the average of each to deter
mine the amount to be deducted. But it was found that in many
cases, a monthly average of liabilities and inadmissibles was sub
stantially different from a yearly average. Therefore, wherever
there was a substantial difference, the monthly average was used.
In computing the amount of inadmissibles to be deducted, all
liabilities were taken into consideration. Even though the liability
could be directly connected with a specific admissible asset, such
as money borrowed to purchase Liberty bonds, the liability was
included in the computation. An exception arose, however, when,
because of the limitation of interest under the 1917 law, a part
of the borrowed money was allowed as invested capital. As soon
as the borrowed money became invested capital, it could not be
considered a liability to be included in the computation of inad
missibles. To consider it in the computation would be to con
tradict the theory upon which the deduction for inadmissibles in
1917 was based.
In the 1918 law, we find the provision for inadmissibles much
more logical than under the 1917 law. The present law provides
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that “there shall be deducted from invested capital as defined above
a percentage thereof equal to the percentage which the amount of
inadmissible assets is of the amount of admissible and inadmissible
assets held during the taxable year.” The following hypothetical
case will illustrate the treatment of inadmissibles under the 1918
law:
The AB Corporation’s balance-sheet of Jan. 1, 1919

Assets
Cash .......................
$10,000
Accts. receivable... $50,000
Less reserve for
bad debts......
1,000 49,000
Notes receivable... $5,000
Less notes rec.
discounted ...
1,000 4,000

Inventory, mdse....
20,000
Plant and mach... .$100,000
Less reserve for
depreciation ... 10,000 90,000

Stocks, at cost.......

Liabilities and Capital

Accounts payable...............
Notes payable....................

$20,000
10,000

Mortgage on plant............

10,000

Capital stock.......................
Surplus ...............................

100,000
43,000

10,000

$183,000

$183,000

On May 1, 1919, inadmissibles costing $20,000 were pur
chased. On November 1, 1919, inadmissibles costing $10,000.
were purchased. On December 31, 1919, the total admissible
assets, as adjusted, amounted to $150,000.
In computing the percentage of inadmissibles, the assets must
first be “adjusted in accordance with the provisions of the statute.”
Thus, for example, goodwill purchased with stock must be re
duced to 25 per cent of the total capital stock outstanding on
March 3, 1917, or at the beginning of the taxable year, depend
ing upon the date when the goodwill was acquired.
As the reserve for bad debts is not allowable deduction in
computing net taxable income, it should be regarded as part of
surplus, leaving accounts receivable at the unadjusted value of
$50,000.
“Notes receivable discounted” represents the contingent liabil
ity for notes which have been sold to the bank. These notes are
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no longer assets of the corporation and are properly deducted as
shown in the balance-sheet from the total notes receivable, leav
ing the net amount of $4,000.
“Plant and machinery” should be adjusted as shown in the
balance-sheet by deducting the reserve for depreciation, leaving a
net value of $90,000 to be used in the computation. If any part
of the reserve for depreciation has been disallowed as a deduction,
that part should not be deducted from the asset, but should be
regarded as part of surplus. “Mortgage on plant” does not enter
into the computation, as it does not reduce the value of the asset
but simply represents the amount of capital borrowed to acquire
the asset.
The assets at their adjusted values would then be as follows :
Cash ...........................................................................
Accounts receivable ................................................
Notes receivable ......................................................
Inventory ..................................................................
Plant and machinery................................................

$10,000
50,000
4,000
20,000
90,000

Total admissible assets January 1, 1919............ $174,000
Total admissible assets December 31, 1919... 150,000
Total .............................

$324,000

Average admissible assets .............................. $162,000

The regulations provide that if at any time a substantial change
has taken place either in the amount of inadmissible assets or in
the total amount of admissible and inadmissible assets, the effect
of such change shall be averaged exactly from the date on which
it occurred. An example of such a change would be an issue of
bonds or stock by a corporation during the year. The incoming
cash would cause a substantial change in the amount of admissible
assets. In our hypothetical case, there have been two substantial
changes in the amount of inadmissibles during the year, which
necessitate averaging from the date of each change. If the
amount of merchandise inventory at the end of each month were
known, and the books were fully posted each month, the amounts
of admissible and inadmissible assets could be averaged monthly.
In this case, however, only a yearly average of admissibles can be
taken.
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The inadmissibles would be averaged as follows:
Date of change

Amount

Number
of days

Jan. 1, 1919............. .
May 1, 1919.............
Nov. 1, 1919.............

$10,000
20,000
10,000

365
245
61

Average inadmissibles ..

Fraction
of year

Average
amount

.........
49/73
61/365

••

$10,000.00
13,424.66
1,671.23

$25,095.89

Average admissibles ................................................................. $162,000.00
Average inadmissibles ..............................................................
25,095.89
Average total admissible and inadmissible assets......... $187,095.89

Percentage of average inadmissibles to average of total assets
equals 13.4 per cent.
This percentage of the invested capital gives the amount to
be deducted, leaving the net invested capital.
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EDITORIAL

Regional Meetings
The regional meeting of the American Institute of Accountants
held in Chicago, November 19th, was, we honestly believe, an
epoch-making event in the history of accountancy in the United
States. It was not the first step in the path of progress—the tri
state meetings of Delaware, Maryland and Virginia accountants
led the way several years ago—but it was a second step, and one
that brought us considerably onward.
In a country so large as this, it is always difficult to secure unity
of thought, manner, aim and action. It is not possible to assemble
the entire membership of a national organization such as the
institute, and there will always be a proportion, generally large,
of the membership whose attendance is prevented by distance or
other obstacle. There will also be a proportion of the membership
which will feel itself out of touch with the affairs of the organiza
tion and will be inclined to a sense of isolation because of in
ability to be present at the annual meetings of the national body.
But the justification for such sentiments will be reduced to an in
considerable minimum if the institute goes to members who cannot
or will not come to the institute.
It would, of course, be out of the question to hold satisfactory
regional meetings in enough places to bring every member within
an hour’s travel of the point of meeting, but if it can be arranged—
and ultimately we believe it can—that at least once in every year
there shall be a meeting of accountants under the aegis of the
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institute at a point within twelve hours’ travel of every member,
the old complaint that the institute and its meetings are far re
moved from many of the members will be almost completely
refuted.
The meeting at Chicago, for example, which was attended by
about 300 accountants, did not draw upon any territory more than
a night’s journey from the place of meeting. A similar meeting is
to be held in Boston, December 8th, at which representatives of
all New England states are expected to be present. Here again the
place of meeting is within twelve hours’ journey of every account
ant, and within a shorter journey of the great majority of account
ants in New England.
It is not asking or expecting too much of a practising account
ant that he shall attend professional gatherings which make no
greater demand upon his time or resources than a night’s journey
each way and the traveling expenses involved.
A meeting is to be held next June in Norfolk, Virginia, which
will draw upon the south-eastern states. Other regional meetings
are being discussed and will probably be held in other parts of the
country when the success of the meetings of Chicago and Boston
becomes generally known.
There are so many advantages to be gained by the meeting to
gether of accountants and the discussing of vexed questions, that
it seems unnecessary to mention them.
By getting together, exchanging ideas, meeting personally and
hearing of the problems which confront one’s confreres, one
obtains a breadth of view and of sympathy which can never be
acquired by the man who remains confined within the limits of his
own practice and immediate environment.
At the meetings which are to be held, it has been arranged that
everyone engaged or directly interested in public accounting and
residing or practising within the region covered by the meeting
shall receive an invitation to attend. At Chicago fully one-half the
accountants in attendance at the meeting were not connected with
the American Institute of Accountants. They were invited by
representatives of the institute, were accorded every privilege and
courtesy, and received invitations to seek membership in the in
stitute if they were qualified. The direct result will be a consider
able accession to the membership.
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If this were the sole result of the meeting in Chicago, it would
be well worth while, but there will certainly be other results.
The old idea that the institute was an exclusive organization,
sufficient unto itself, will be dispelled as accountants generally find
that they are welcome at the regional meetings and are desired as
members if they can conform to the constitutional requirements.
The ideals of ethical procedure adopted by the institute and
observed by most of its members can be gradually disseminated
throughout the entire accounting profession by means of such
meetings.
For several years there has been a feeling that something should
be done to bring the institute into closer touch with the profession
in some of the sections of the country most remote from such
centers as New York and Chicago. The fact that the institute's
operating office is in New York has been the subject of criticism.
The constitutional provision that two annual meetings out of three
shall be held in the District of Columbia has also raised a certain
amount of objection in outlying districts. With these facts in
mind, the institute has considered and is considering the formation
of chapters wherever such organization may be desirable. That
matter has not yet reached a definite point of development. A new
committee was appointed last September and is now working on a
general plan of chapter organization and control. In the mean
time regional meetings are doing much to answer the attacks which
have been made by those who are placed far from the centers of
activity.
Perhaps the regional meeting is a half-way point between in
stitute and chapter. At any rate, it is an altogether desirable
development. At Chicago there was not a single criticism of the
regional idea. Indeed, it is difficult to imagine a valid criticism
that could have been offered.
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Edited by Stephen G. Rusk

During the month that has elapsed since the last issue of The Journal
Accountancy five treasury decisions have been made, all of which are
worthy of careful consideration.
At a time like this, when there is considerable agitation for the repeal
of the excess-profits-tax law; for the deferring of payment of the December
15th instalment of federal tax, and for a new law to take the place of the
excess-profits-tax law, it behooves accountants to remember that even if
the excess-profits-tax law should be repealed in 1921, the old law will apply
to the years 1909 to 1920, inclusive, and therefore the decisions handed down
by the various authorities will have important bearing upon every enterprise
involved thereby for many years to come.
The decisions that are published in The Journal of Accountancy this
month cover a varied field and all are interesting.
Number 3076 amends those articles appertaining to depletion of timber
and promulgates two new articles (236 and 237), in which are laid down
rules for “aggregating timber and land values for purposes of valuation”
and the accounting that is required by the department in cases of depletion
of timber.
The methods of valuation, nature of proof thereof, method of deter
mination of unit value and the application of said unit value in determination
of amount of depletion are set forth in clear, understandable terms in this
decision.
It is doubtful, however, whether there are many concerns engaged in
lumbering operations whose accounting history is complete enough to make
it possible to comply with the requirements of the department. Those who
revise their books and records to fit them to show the information required
will have made at least that part of their business appertaining to valuation
and depletion up to date. Those whose records have been kept in a manner
to show the facts required by the department will know that their accounts
and records are comprehensive and in line with the best accounting prac
tice. Those whose records will not show these data will do well to bring
their appraisals, accounts and other records into line.
District Judge Knox, of the district court of the United States for the
southern district of New York, handed down a decision in which is con
tained interesting information of that which constitutes gross income of
“every insurance company by whatever name they are called.” He con
cludes that premium deposits made in advance by members of mutual
insurance companies to cover estimated losses and expenses, so long as the
payment thereof constitutes the consideration for contract of insurance,
constitutes gross income.
This decision will make it necessary for this kind of insurance company

of
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to estimate its losses and expenses with greater accuracy if it is to avoid
paying a tax on a transaction that has been generally considered to be one
for mutual protection and not for profit.
Treasury decision 3080 relates to excess-profits taxation of a partnership
under the law of 1916-17, and, while its application is perhaps to the specific
case of which it treats, it is also indicative of what must be present in a
partnership return to segregate isolated transactions of the individual part
ners from those that may be said to constitute a “single trade or business.”
Article 42 of regulations 45 is amended by treasury decision 3082, more
clearly to define what constitute sales of personal property on the instalment
plan.
Treasury decision 3089 has to do with depletion allowance in case of dis
covery of a valuable deposit of mineral, oil or gas.
The provisions of this decision are such as to define the rights to such
value, for depletion purposes, as between lessor and lessee. It provides that
the value so discovered be apportioned between lessor and lessee.

TREASURY RULINGS

(T. D. 3076, October 5, 1920)
Income tax.

Depletion of timber

Articles 228, 229, 230, 231, 233, 234 and 235 of regulations No. 45 amended
and articles 236 and 237 inserted
Articles 228, 229, 230, 231, 233, 234 and 235 of regulations No. 45 are
hereby amended and articles 236 and 237 are promulgated, as follows :
Art. 228. Capital recoverable through depletion allowance in the case
of timber.—In general, the capital remaining in any year recoverable
through depletion allowances may be determined as indicated in articles 202
and 203. In the case of leases the apportionment of deductions between
the lessor and lessee will be made as specified in article 204. The cost of
timber properties shall be determined in accordance with the principles
indicated in article 205. For method of determining fair market value and
quantity of timber, see articles 234, 235 and 236. For depletion purposes the
cost of the timber shall not include any part of the cost of the land.
Art. 229. Computation of allowance for depletion of timber for given
year.—The allowance for depletion of timber in any taxable year shall be
based upon the number of units of timber felled during the year and the unit
value of the timber in the timber account or accounts pertaining to the
timber cut. The unit value of the timber for a given timber account in a
given year shall be the quotient obtained by dividing (a) the total number
of units of timber on hand in the given account at the beginning of the
year plus the number of units acquired during the year plus (or minus)
the number of units required to be added (or deducted) by way of correct
ing the estimate of the number of units remaining available in the account
into (b) the total fair market value as of March 1, 1913, and (or) cost
of the timber on hand at the beginning of the year, plus the cost of the
number of units acquired during the year, plus proper additions to capital
(see art. 231). The amount of the deduction for depletion in any taxable
year with respect to a given timber account shall be the product of (a)
the number of units of timber cut from the given account during the year
multiplied by (b) the unit value of the timber for the given account for
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the year. Those taxpayers who keep their accounts on a monthly basis
may, at their option, keep their depletion accounts on a monthly basis, in
which case the amount deductible on account of depletion for a given month
will be determined in the manner outlined above for a given year. The
total amount of the deduction for depletion in any taxable year shall be the
sum of the amounts deductible for the several timber accounts. For de
scription of timber accounts see articles 235 and 236.
The depletion of timber takes place at the time the timber is felled.
Since, however, it is not ordinarily practicable to determine the quantity of
timber immediately after felling, depletion for purposes of accounting will
be treated as taking place at the time when, in the process of exploitation,
the quantity of timber is first definitely determined.
Art. 230. Revaluation of timber not allowed.—In the case of timber
acquired prior to March 1, 1913, the fair market value as of that date shall,
when determined and approved by the commissioner, be the basis for deter
mining the depletion deduction for each year during the continuance of the
ownership under which the fair market value of the timber was fixed, and
during such ownership there shall be no redetermination of the fair market
value of the timber for such purpose. However, the unit market (or cost)
value of the timber will subsequently be changed if from any cause such unit
market (or cost) value, if continued as a basis of depletion, shall upon
evidence satisfactory to the commissioner be found inadequate or excessive
for the extinguishment of the cost, or fair market value as of March 1, 1913,
of the timber.
Art. 231. Charges to capital and to expenses in the case of timber.—
In the case of a timber property held for future operation by an owner
having no substantial income from the property or from other sources, all
expenditures for administration, protection, and other carrying charges
prior to production on a normal basis shall be charged to capital account ;
after such a property is on a normal production basis such expenditures
shall be treated as current operating expenses. In case a taxpayer, who has
a substantial income from other sources, owns a timber property which is
not yet on a normal production basis, he may, at his option, charge such
expenditures with respect to such timber property to capital, or treat them
as current operating expenses, but whichever system is adopted must be
followed until permission to change to the other system is secured from the
commissioner. In the case of timber operations all expenditures prior to
production for plants, improvements and equipment, and thereafter all
major items of plant and equipment, shall be charged to capital account for
purposes of depreciation. After a timber operation has been developed and
equipped and has reached its normal output capacity, the cost of additional
minor items of equipment and the cost of replacement of minor items of
worn-out and discarded plant and equipment may be charged to current
operating expenses, unless the taxpayer elects to write off such expenditures
through charges for depreciation; however, the method adopted must be
followed consistently from year to year.
Art. 232. Not changed.
Art. 233. Information to be furnished by taxpayer claiming depletion
of timber.—To the income-tax return of the taxpayer claiming a deduction
for depletion or depreciation or both there shall be attached a map and
statement (form T-Timber) for the taxable year covered by the income-tax
return. Form T-Timber requires the following: (a) map showing timber
and land acquired, timber cut, and timber and land sold; (b) description
of, cost of, and terms of purchase or lease of, timber and land acquired;
(c) proof of profit or loss from sale of capital assets; (d) description of
timber with respect to which claim for loss, if any, is made; (e) record of
timber cut; (f) changes in each timber account as the result of purchase,
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sale, cutting, re-estimate, or loss; (g) changes in physical property accounts
as the result of additions to or deductions from capital and depreciation:
(h) operation data with respect to raw and finished materials handled and
inventoried; (i) unit production costs, and (j) any other data which will be
helpful in determining the reasonableness of the depletion and (or) de
preciation deductions claimed in the return. Similar information is re
quired for certain years prior to the 1919 taxable year from those tax
payers who have not already furnished it. The specific nature of the in
formation required for the earlier years is given in detail in form T-general
forest industries questionnaire for the years prior to 1919.
Art. 234. Determination of fair market value of timber.—Where the
fair market value of the property at a specified date, in lieu of the cost
thereof, is the basis for depletion and depreciation deductions, such value
shall be determined, subject to approval or revision by the commissioner
upon audit, by the owner of the property in the light of the most reliable
and accurate information available with reference to the condition of the
property as it existed at that date, regardless of all subsequent changes,
such as changes in surrounding circumstances, in methods of exploitation,
in degree of utilization, etc. The value sought will be the selling price,
assuming a transfer between a willing seller and a willing buyer as of the
particular date. Such factors as the following will be given due considera
tion : (a) character and quality of the timber as determined by species, age,
size, condition, etc.; (b) the quantity of timber per acre, the total quan
tity under consideration, and the location of the timber in question with
reference to other timber; (c) accessibility of the timber (location with
reference to distance from a common carrier, the topography and other
features of the ground upon which the timber stands and over which it
must be transported in process of exploitation, the probable cost of ex
ploitation, and the climate and the state of industrial development of the
locality), and (d) the freight rates by common carrier to important markets.
The timber in question will be valued on its own merits and not on the basis
of general averages for regions; however, the value placed upon it, taking
into consideration such factors as those mentioned above, will be con
sistent with that of the other timber in the region. The commissioner will
give due weight and consideration to any and all facts and evidence having
a bearing on the market value, such as cost, actual sales and transfers of
similar properties, the margin between the cost of production and the price
realized for timber products, market value of stock or shares, royalties
and rentals, value fixed by the owner for the purpose of the capital stock
tax, valuation for local or state taxation, partnership accountings, records
of litigation in which the value of the property has been involved, the
amount at which the property may have been inventoried and (or) appraised
in probate or similar proceedings, disinterested appraisals by approved
methods, and other factors. For depletion purposes the fair market value
at a specified date shall not include any part of the value of the land.
Art. 235. Determination of quantity of timber.—Each taxpayer claiming
or expecting to claim a deduction for depletion is required to estimate with
respect to each separate timber account the total units (feet board-measure
log scale, cords or other units) of timber reasonably known or on good evi
dence believed to have existed on the ground on March 1, 1913, or on the
date of acquisition of the property, as the case may be. This estimate shall
state as nearly as possible the number of units which would have been found
present by a careful estimate made on the specified date with the object of
determining 100% of the quantity of timber which the area would have pro
duced on that date if all of the merchantable timber had been cut and
utilized in accordance with the standards of utilization prevailing in that
region at that time. If subsequently during the ownership of the taxpayer
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making the return, as the net result of the growth of the timber, of changes
in standards of utilization, of losses not otherwise accounted for, of aban
donment of timber, and (or) of errors in the original estimates, there are
found to remain on the ground, available for utilization, more or less units
of timber than remain in the timber account or accounts, a new estimate
of the recoverable units of timber (but not of the cost or the fair market
value at a specified date) shall be made, and, when made, shall thereafter
constitute a basis for depletion.
Art. 236. Aggregate timber and land for purposes of valuation and
accounting.—With a view to logical and reasonable valuation of timber,
the taxpayer shall include his timber in one or more accounts. In general,
each such account shall include all of the taxpayer’s timber which is located
in one “block,” a block being an operation unit which includes all of the
taxpayer’s timber which would logically go to a single given point of manu
facture. In those cases in which the point of manufacture is at a consider
able distance, or in which the logs or other products will probably be sold
in a log or other market, the block may be a logging unit which includes
all of the taxpayer’s timber which would logically be removed by a single
logging development. In exceptional cases, provided there are good and
substantial reasons, and subject to approval or revision by the commissioner
on audit, the taxpayer may divide the timber in a given block into two or
more accounts, e. g., timber owned on February 28, 1913, and that purchased
subsequently may be kept in separate accounts, or timber owned on Feb
ruary 28, 1913, and the timber purchased since that date in several distinct
transactions may be kept in several distinct accounts, or individual tree
species or groups of tree species may be carried in distinct accounts, or
special timber products may be carried in distinct accounts, or blocks may be
divided into two or more accounts based on the character of the timber
and (or) its accessibility, or scattered tracts may be included in separate
accounts. When such a division is made, a proper portion of the total
value or cost, as the case may be, shall be allocated to each account.
The timber accounts mentioned in the preceding paragraph shall not in
clude any part of the value or cost, as the case may be, of the land. In a
manner similar to that prescribed in the foregoing part of this article the
land in a given “block” may be carried in a single land account or may be
divided into two or more accounts on the basis of its character and (or)
accessibility. When such a division is made, a proper portion of the total
value or cost, as the case may be, will be allocated to each account.
The total value or total cost, as the case may be, of land and timber
shall be equitably allocated to the timber and land accounts, respectively.
Each of the several land and timber accounts carried on the books of
the taxpayer shall be definitely described as to their location on the ground
either by maps or by legal descriptions.
For good and substantial reasons to be approved by the commissioner,
or as required by the commissioner, the timber or the land accounts may
be readjusted by dividing individual accounts by combining two or more
accounts, or by dividing and recombining accounts.
Art. 237. Timber depletion and depreciation accounts on books.—
Every taxpayer claiming, or expecting to claim, a deduction for depletion
and (or) depreciation of timber property (including plants, improvements
and equipment used in connection therewith), shall keep accurate ledger
accounts in which shall be charged the fair market value as of March 1,
1913, or the cost, as the case may be, of (a) the property, and (b) the
plants, improvements and equipment, together with such amounts subse
quently expended for the administration, protection, and other carrying
charges, or development of the property or additions to plant and equip
ment as are not chargeable to current operating expenses. (See arts. 231
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and 236.) In such accounts there shall be set up separately the quantity of
timber, the quantity of land, and the quantity of other resources, if any,
and a proper part of the total value or cost shall be allocated to each. (See
art. 236.) These accounts shall be credited with the amount of the de
preciation and depletion deductions claimed and allowed each year, or the
amount of the depreciation and depletion shall be credited to depletion and
depreciation reserve accounts, to the end that when the sum of the credits
for depletion and depreciation equals the value or cost of the property, plus
the amount added thereto for administration, protection, and other carrying
charges, or development or for additional plant and equipment, less salvage
value of the physical property, no further deduction for depletion and de
preciation will be allowed.

(T. D. 3078, October 13, 1920)
Income tax—Decision of court
Corporation excise and income taxes—Acts of August 5, 1909, and
October 3, 1913
1. Gross Income of Insurance Companies—Premium Receipts.
The premium receipts of “every insurance company” by whatever name
they are called are, unless specifically exempted by the terms of the taxing
statutes in question, a part of such company’s gross income.

2.

Same—Premium Deposits.
Premium deposits made in advance by members of a mutual insurance
company to cover estimated losses and expenses are, so long as the payment
thereof constitutes the consideration for contract of insurance, insurance pre
miums constituting gross income of the company.
Same—Interest on Bank Balances and Profits from Investment of Pre
mium Deposits.
Moneys received by way of interest upon bank balances and from invest
ment of such portion of premium deposits as are not currently required for
the payment of losses and expenses are profits earned by an insurance com
pany subject to tax.

3.

Mutual Fire Insurance Companies—Corporation Coming Within Mean
ing of.
A corporation, organized to insure its members, limited to jewelers and
dealers in goods ordinarily in the jewelry trade against loss or damage by
fire, theft, barraty, embezzlement and transportation, which requires each
member to deposit in advance a definite sum sufficient to cover estimated
losses and expenses for the ensuing year, the balance of such deposits being
returned to members, is a mutual fire insurance company and subject to the
taxes imposed by the acts of August 5, 1909, and October 3, 1913.
The appended decision, dated July 19, 1920, of the United States district
court for the southern district of New York, on the cases of Jewelers
Safety Fund Society v. Lowe, collector, and Jewelers Safety Fund Society
v. Anderson, collector, is published for the information of internal revenue
officers and others concerned.

4.

District Court

United States for the Southern District of
New York
Jewelers Safety Fund Society, plaintiff, v. John Z. Lowe, Jr., collector of
internal revenue, defendant, and Jewelers Safety Fund Society, plain
tiff, v. Charles W. Anderson, collector of internal revenue, defendant.
Upon demurrer to the complaint on the ground that it does not state facts
sufficient to constitute a cause of action
Knox, District Judge: The premium receipts of “every insurance com
pany” are, unless specifically exempted by the terms of the taxing statutes
of the
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in question, a part of such company's gross income, and, as such, are to be
accounted for. (Penn Mutual Life Ins. Co. v. Lederer, No. 499, supreme
court of the United States, decided April 19, 1920.)
It makes no difference by what name the premiums are called so long
as the payment thereof constitutes the consideration for the insurance con
tract. Now, that is precisely the function performed by the co-called de
posits made with the plaintiff company by the persons who enjoy the pro
tection of its policies. That such deposits are in excess of the probable cost
of, and loss incident to, the risk of the insurance written by the company
does not change the character of the payments. In other words, the
deposits are at all times while in the possession of the company subject to
application to its expenses and losses. That the entire sum may not be
required for such purposes is but an incident of the nature of the company
and its good fortune in not being subjected to unusual losses and the con
sequent depletion of the funds applicable to the payment thereof. If there
were any doubt as to the nature of the deposit it should be resolved against
the company by reason of the provisions of section G, subdivision (b), of
the act of October 3, 1913. There, deposits, of the same nature as the
deposits here made, are designed “premium deposits.” See also Union Ins.
Co. v. Hoge (21 How., 35).
I think it altogether clear that the plaintiff is not within any of the classes
of companies and organizations which, under the taxing acts of 1909 and
1913, enjoy entire freedom from liability to taxation. Unless, therefore, it
may be held that under some portion of the statute of 1913 the plaintiff is
the beneficiary of a partial immunity from taxation, it must be liable therefor
upon its entire net income to be ascertained as the act declares. Taxation
upon such basis would, however, considering the nature of plaintiff’s organ
ization and its method of doing business (viz, the maintenance on hand of
a large margin between estimated probable losses and those reasonably
possible), result in a series of inconsistent and inequitable tax assessments,
and in making exceptions as to the method of determining net income as to
certain mutual insurance companies the congress proceeded with its legisla
tion along a very definite and logical line. We observe as a result the
proviso contained in subdivision (b) of section G.
Passing, now, to other sources of income possessed by the plaintiff, it is
found that it receives money by way of interest upon bank deposits and
from the investment of such portion of its premium deposits as are not
currently required for losses and expenses. The yield thus accruing to the
plaintiff ultimately reduces the cost of insurance to those holding policies.
In other words, the company earns a profit by means of its management
and control of the premium deposits. Such profit is subject to tax under
the authority of Penn Mutual Insurance Co. v. Lederer, supra. Further
more, if the plaintiff is a mutual fire insurance company under subdivision
(b) of the 1913 act, the yield, from bank balances and investments made, by
the terms of such subdivision may be said to be specifically subject to tax.
The plaintiff was chartered by a special act of the New York state
legislature. Section 2 of the act of incorporation authorizes the society
to insure manufacturers or importers of, and wholesale or retail dealers in,
watches, * * * jewelry, diamonds, and similar articles against loss or
damage thereto by any and all risks of fire, theft, barratry and embezzlement,
and any and all risks of transportation by land or water. With this delega
tion of power I fail to see why the plaintiff is any less a mutual fire insur
ance company because of the fact that in addition to writing insurance upon
the mutual plan against fire risks, it insures, likewise on the mutual plan,
against the risk of theft, embezzlement, transportation and other hazards.
It may be true, as suggested by counsel for plaintiff, that this society
would not be described as a fire insurance corporation under the general
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insurance law of the state; but I believe it may fairly be said that were the
insured of this society not limited to jewelers and those dealing in goods
ordinarily carried in the jewelry trade, the company might very properly
be so described. Certainly it is no more inconsistent to call this company
a mutual fire insurance corporation than it would be (as does the New York
statute) to so call a company which, upon the mutual plan, insures not only
against risks by fire but also against risks of lightning, windstorm, tornado,
cyclone, earthquake, hail, frost or snow.
I suppose that, generally speaking, life, fire and marine insurance are the
most distinctive branches of indemnity underwriting. Practically all of
such companies now insure against other hazards than death, fire and marine
disaster, but the distinctive character of such companies is not altogether
obliterated for that reason. I consequently am of opinion that when in 1913
congress made a special proviso with respect to mutual fire insurance com
panies, its intent and purpose was quite sufficient to include the plaintiff
company within such designation.
Reaching, as I do, the aforementioned conclusion, it follows that after
taking advantage of all deductions from gross income which the law permits
the plaintiff, there still remained to the plaintiff for the years 1912, 1913,
1914 and 1915, under the statutes then in force, an amount of gross income
subject to taxation.
The demurrer to each of the complaints will be sustained.
(T. D. 3080, October 19, 1920)
Income tax—Excess profits taxes—Decision of court

Partnership—Single Trade or Business.
In determining liability under section 209 of the act of October 3, 1917,
income derived from a single timber-land deal by a partnership, whose
principal business is dealing in lumber, cannot, by reason of section 201 of
the act, be considered and treated separate and apart from other partnership
income or profits.

1.

“Invested Capital” Defined.
The term “invested capital,” as used in section 209 of the act of October
3, 1917, includes all working capital consisting of money or property em
ployed in the business or for its benefit, and furnished or paid in by one or
more of the partners.

2.

Partnership—Rate of Assessment Where Having Invested Capital.
Where, during the year 1917, a partnership had invested capital, as above
defined, more than nominal in amount, excess profits taxes upon its income
could not be assessed at the lower rate provided by section 209 of the act of
October 3, 1917.

3.

Partnership—Objection to Method of Determining Invested Capital.
A partnership which had invested capital more than nominal in amount
cannot complain of regulations promulgated or of the method employed in
determining the amount of such capital, where the arbitrary or supposititious
invested capital fixed upon was larger in amount than the invested capital
actually possessed and employed, and the taxes imposed were correspondingly
diminished.

4.

Partnership—Brokers.
Members of a partnership who are paid neither a salary nor commissions
for their services, but who buy and sell lumber and undertake and assume
all the risks and enjoy all the benefits of a merchandising business, employing
a large amount of capital, are not brokers.
5.

449

The Journal of Accountancy
Partnership—Property Pledged as Collateral Security as Part of In
vested Capital.
Property of member of partnership deposited with bank and pledged as
collateral security for the repayment of a loan by or for the benefit of the
partnership in pursuance of the articles of partnership is part of the invested
capital of such partnership.
The appended decision of the district court of the United States for the
western district of Michigan, southern division, in the case of CartierHolland Lumber Co., a partnership, v. Doyle, collector, rendered August 7,
1920, is published not as a ruling but for the information of internal revenue
officers and others concerned.

6.

District Court of

the

United States, Western District of Michigan,
Southern Division

Charles E. Cartier and Edward M. Holland, copartners, doing business under
the firm name and style of Cartier-Holland Lumber Co., plaintiffs, v.
Emanuel J. Doyle, collector, defendant.
Sessions, District Judge: Cartier-Holland Lumber Co. is a partnership,
composed of Charles E. Cartier and Edward M. Holland, engaged in the
business of buying, selling and dealing in timber, lumber and other forest
products. The net income or profits of the firm during the taxable year 1917
amounted to $47,018. Of this sum, $20,353 resulted from an isolated sale
of timbered land and the balance from the regular or customary lumber
business of the partnership. The company has never owned any lands,
timber, plant, mill or yard, and has never done any manufacturing or car
ried any stock of manufactured lumber. Its principal business consisted of
buying lumber from manufacturers and reselling the same to its own cus
tomers. The business was conducted by the partners personally, with the
assistance of a small clerical office force, one bookkeeper and two stenog
raphers. Since its organization in 1912, the firm has at all times been a
heavy borrower of money. According to its books, on January 1, 1917, the
company’s indebtedness to banks for borrowed money was the sum of
$36,300, and its other indebtedness, presumably for lumber purchased,
amounted to $12,309.22, making a total indebtedness of $48,609.22; its
accounts and bills receivable, probably representing lumber sold, aggregated
$39,281.72, and its other assets, including petty cash, office furniture, in
surance paid, and cash in bank, amounted to the sum of $2,108.65, making
a total of assets of $41,390.37. In other words, at the beginning of the tax
able year, the liabilities of the firm exceeded its assets by the sum of
$7,218.85. The account of each member of the firm was then several
thousand dollars overdrawn. At the end of the year 1917, the firm assets
exceeded its liabilities by nearly $14,000, which consisted entirely of profits
made during the taxable year.
Plaintiff’s articles of agreement of copartnership contained the following
provision:
The paid-in capital of the partnership is to be thirty thousand dollars
($30,000), all or any portion of which amount is to be furnished to the
partnership by above named Charles E. Cartier, as the requirements of the
partnership appear, and upon the note or notes of such partnership; such
note or notes not to be made transferable nor made items of record. Such
notes are to be paid at the earliest practicable opportunity out of the net
earnings of the partnership business, and to bear legal rate of interest.
For a time, in carrying out this provision of the partnership agreement,
plaintiff Cartier borrowed money from the banks upon his own note secured
by collateral and furnished the same to the company. Later, and probably
before January 1, 1917, the agreement was modified and working capital
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was obtained by borrowing money from banks upon firm notes, indorsed by
both members of the firm and secured by collateral furnished by Cartier,
the property so pledged as collateral security in all cases and at all times
being of greater value than the face of the notes. This method was pursued
during the entire year 1917.
Plaintiffs, as copartners, made due return of net income of $47,018 for
the year 1917, and voluntarily paid an excess profits tax, computed at 8%.
in accordance with the provisions of section 209 of Title II of the act of
October 3, 1917, and amounting to $3,761.44. Apparently, their right to a
deduction of $6,000 from the income before computing the tax was inad
vertently overlooked. Thereafter the commissioner of internal revenue,
claiming that plaintiffs were not entitled to the benefit of the provisions of
section 209 of the act of October 3, 1917, but were taxable under the pro
visions of sections 201 and 210 of that act, assessed against them an addi
tional excess profits tax for 1917 amounting to $9,027.46. Plaintiffs paid
the additional tax under protest and have brought this suit for its recovery.
The conclusions reached upon questions of law involved in this case may
be thus summarized:
1. Plaintiff’s contention that, in the assessment of excess profits taxes,
the income derived from the single timber-land deal, amounting to the sum
of $20,353, must be considered and treated by itself and separate and apart
from other partnership income or profits is negatived, in express terms, by
the statute here under consideration:
For the purpose of this title every corporation or partnership not ex
empt under the provisions of this section shall be deemed to be engaged in
business, and all the trades and business in which it is engaged shall be
treated as a single trade or business, and all its income from whatever source
shall be deemed to be received from such trade or business.
(Confessedly the company’s principal business was dealing in lumber, and
under this statute its entire income must be attributed to that business.)
2. If during the year 1917 Cartier-Holland Lumber Company had in
vested capital, within the purview and meaning of that term as employed in
the statute, more than nominal in amount, excess profits taxes upon its
income could not be assessed under the provisions of section 209 of the
statute, and if the amount of such invested capital could not be satisfactorily
determined, excess profits taxes must have been assessed under sections _
201 and 210 in accordance with proper regulations prescribed by the com
missioner of internal revenue. If the lumber company had invested capital
more than nominal in amount, plaintiffs are not in a position to complain of
the regulations promulgated or of the method employed in determining the
amount of the firm’s invested capital which forms the basis of the computa
tion of the taxes, because under the undisputed evidence the arbitrary or
suppositious invested capital fixed upon was larger in amount than the
invested capital actually possessed and employed, and the taxes imposed
were correspondingly diminished. These taxes are assessed upon percentages
of income to invested capital. The larger the capital the smaller the
percentage and resulting tax.
3. Plaintiffs are not brokers within any accepted definition of that term.
They are paid neither a salary nor commissions for their services. They
buy and sell lumber and undertake and assume all the risks and enjoy all
the benefits of a merchandising business. They employ a large amount of
capital; their income is dependent upon their personal services and efforts
only in the same way and to the same extent that the farmer who works
his own farm or the merchant who conducts his own store derives his
income from his individual endeavors.
4. The rights of these parties cannot be made to depend upon nonstatutory classifications, regulations or definitions. The statute applies to
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all trades and businesses without regard to their class or character. While
in doubtful cases departmental regulations may be an aid in construction
and interpretation, they can neither add to nor subtract from plain con
gressional enactments. In this instance differences in the meaning of the
terms “invested capital” and “capital” are wholly immaterial. If CartierHolland Lumber Company had any invested capital, it was substantial and
not merely nominal, and plaintiffs must fail. On the other hand, if the
company had no invested capital, plaintiffs are entitled to recover, regardless
of the amount of its borrowed or other non-invested capital.
That the partnership was doing business upon borrowed money is beyond
dispute, and that invested capital does not include borrowed money is settled
by the express terms of the statute, but it by no means follows that plain
tiffs are right in their contentions. The term “invested capital” as here
used includes all working capital, consisting of money or property employed
in the business or for its benefit and furnished or “paid in” by one or more
of the partners. Applying this test, it is clear that this partnership had
invested capital within the purview and meaning of the statute. In the
determination of this question, money borrowed from banks or individuals
other than members of the firm and solely upon the credit of the firm must
be excluded and may not be considered; and, for the purpose of this de
cision, it is unnecessary to determine whether, as claimed by counsel for
defendant, money borrowed upon the notes of the firm, indorsed by the
individual partners, and largely, if not wholly, upon the credit of the latter,
is to be deemed invested capital of the partnership. If the original partner
ship agreement had been carried out and performed, it would not be claimed
that the moneys paid in and furnished by plaintiff Cartier, in accordance
with its terms, would not constitute invested capital of the firm, without
regard to the manner in which or the source from which such moneys were
obtained by him. The method or plan adopted and used in 1917 was a
change in form rather than in substance. The evidence shows conclusively
that for every dollar of money borrowed from the bank property of one of
the members of this firm exceeding in value the amount of the loans was
deposited with the bank and pledged as collateral security for the repay
ment of such borrowed money. The property so furnished and pledged
became a part of the working capital, and was used and employed in the
business of the company to the same extent as if it had been paid directly
into the firm treasury.
Judgment will be entered for defendant, with costs of suit to be taxed.
(T. D. 3082, October 20, 1920)
Income tax
Gross income defined—Inclusions—Article 42, regulations No. 45, amended

Article 42 of regulations No. 45 is hereby amended to read as follows:
Art. 42. Sale of personal property on instalment plan.—Dealers in per
sonal property ordinarily sell either for cash or on the personal credit of the
buyer or on the instalment plan. Occasionally a fourth type of sale is met
with, in which the buyer makes an initial payment of such a substantial
nature (for example, a payment of more than 25%) that the sale, though
involving deferred payments, is not one on the instalment plan. In sales on
personal credit, and in the substantial payment type just mentioned, obliga
tions of purchasers are to be regarded as the equivalent of cash, but a dif
ferent rule applies to sales on the instalment plan. Dealers in personal
property who sell on the instalment plan usually adopt one of four ways
of protecting themselves in case of default: (a) through an agreement that
title is to remain in the seller until the buyer has completely performed his
part of the transaction; (b) by a form of contract in which title is con
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veyed to the purchaser immediately, but subject to a lien for the unpaid
portion of the purchase price; (c) by a present transfer of title to the
purchaser, who at the same time executes a reconveyance in the form of a
chattel mortgage to the seller; or (d) by conveyance to a trustee pending
performance of the contract and subject to its provisions. The general
purpose and effect being the same in all of these plans, it is desirable that a
uniformly applicable rule be established. The rule prescribed is that in the
sale or contract for sale of personal property on the instalment plan, whether
or not title remains in the vendor until the property is fully paid for, the
income to be returned by the vendor will be that proportion of each in
stalment payment which the gross profit to be realized when the property
is paid for bears to the gross contract price. Such income may be ascer
tained by taking as profit that proportion of the total cash collections re
ceived in the taxable year from instalment sales (such collections being
allocated to the year against the sales of which they apply), which the annual
gross profit to be realized on the total instalment sales made during each
year bears to the gross contract price of all such sales made during that
respective year. In any case where the gross profit to be realized on a sale
or contract for sale of personal property has been reported as income for
the year in which the transaction occurred, and a change is made to the
instalment plan of computing net income, no part of any instalment pay
ment received subsequently to the change, representing income previously
reported on account of such transaction, should be reported as income for
the year in which the instalment payment is received; the intent and purpose
of this provision is that where the entire profit from instalment sales has
been included in gross income for the year in which the sale was made, no
part of the instalment payments received subsequently on account of such
previous sales shall again be subject to tax for the year or years in which
received. Where the taxpayer makes a change to this method of computing
net income his balance-sheet should be adjusted conformably. If for any
reason the vendee defaults in any of his instalment payments, and the
vendor repossesses the property, the entire amount received on instalment
payments, less the profit already returned, will be income of the vendor
for the year in which the property was repossessed, and the property re
possessed must be included in the inventory at its original cost to himself,
less proper allowance for damage and use, if any. If the vendor chooses as
a matter of consistent practice to treat the obligations of purchasers as the
equivalent of cash, such a course is permissible.

(T. D. 3089, November 6, 1920)
Income tax—Opinion of Attorney General
Allowance for depletion in case of discovery by the taxpayer subsequent to
March 1, 1913—Apportionment between lessor and lessee
1. The deduction for depletion in the case of mines, oil and gas wells,
as the result of discovery on or after March 1, 1913, is allowed only to the
party or parties in possession at the time of the discovery, and not to sub
sequent purchasers.
2. The value which may be set up in the case of the discovery of mines,
oil and gas wells, pursuant to the second proviso of section 234 (a) (9),
revenue act of 1918, to be depleted in accordance with such reasonable rules
and regulations as the commissioner of internal revenue and the secretary of
the treasury may prescribe according to the peculiar conditions in each case,
is, in the case of a lease, to be equitably apportioned between the lessor and
the lessee.
The following opinion, rendered by the acting attorney general, under
date of October 29, 1920, relative to the right of a lessor to share in the
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depletion allowed in the case of mines, oil and gas wells, as the result of
discovery on or after March 1, 1913, is published in full for your informa
tion and guidance:

Justice
Washington, October 29, 1920.
Dear Mr. Secretary : This will acknowledge receipt of your letter of
October 9, 1920, submitting for my opinion the question “whether the value
which may be set up in the case of the discovery of mines, oil or gas wells,
pursuant to the second proviso of section 234 (a) (9), to be depleted in
accordance with such reasonable rules and regulations as the commissioner
and the secretary may make according to the peculiar conditions in each
case, requires that the lessor be permitted a portion of such discovery
value.”
Section 234 (a) (9) of the act of February 24, 1919, provides:
(a) That in computing the net income of a corporation subject to the
tax imposed by section 230 there shall be allowed as deductions:
(9) In the case of mines, oil and gas wells, other natural deposits, and
timber, a reasonable allowance for depletion and for depreciation of improve
ments according to the peculiar conditions in each case, based upon cost,
including cost of development not otherwise deducted: provided, That in
the case of such properties acquired prior to March 1, 1913, the fair market
value of the property (or the taxpayer’s interest therein) on that date shall
be taken in lieu of cost up to that date: provided, further, That in the case
of mines, oil and gas wells, discovered by the taxpayer on or after March 1,
1913, and not acquired as the result of purchase of a proven tract or lease,
where the fair market value of the property is materially disproportionate
to the cost, the depletion allowance shall be based upon the fair market
value of the property at the date of the discovery, or within thirty days
thereafter; such reasonable allowance in all the above cases to be made
under rules and regulations to be prescribed by the commissioner, with the
approval of the secretary. In the case of leases the deductions allowed by
this paragraph shall be equitably apportioned between the lessor and lessee.
This section is properly divisible into two parts; the first part, compris
ing all but the last sentence thereof, deals exclusively with the establishment
of a basis for the determination of allowance for depletion, and the second,
contained in the last sentence alone, apportions the allowance, when same
shall have been determined, between the lessor and the lessee in case of
leases.
The bases for allowances provided for in part I are:
(1) Where the property was acquired after March 1, 1913, as the result
of purchase of a proven tract or lease, the cost, including cost of develop
ment not otherwise deducted, is determinative of the amount of the al
lowance.
(2) Where the property was acquired prior to March 1, 1913, as the
result of the purchase of a proven tract or lease, the fair market value
on March 1, 1913, is to be taken as the basis of the allowance for depletion,
in lieu of cost up to that date.
(3) Where the property was at the time of its acquisition unproven,
and discovery was made thereon after March 1, 1913, the allowance is to be
determined by the fair market value at the date of discovery or within 30
days thereafter, provided that the discovery was made by the party, or
parties, in possession (the taxpayer).
I take it that the phrase “discovered by the taxpayer” must be read with
the phrase “and not acquired as the result of purchase of a proven tract
or lease”; and taken together they mean that if a discovery is made after
March 1, 1913, upon an unproven tract, acquired either before or after that
Department
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date, the allowance is to be determined by the discovery value only where
the discovery was made by the party or parties in possession; that is, only
when no transfers of the tract or lease have intervened between the date of
the discovery and the incidence of the tax. In other words, if A, either
owning or leasing a property, makes discovery thereon after March 1, 1913,
and continues in possession, then the allowance for depletion is to be based
upon the discovery value; but if after discovery made the property is trans
ferred to B, then the cost is determinative of the allowance to B, since
there is “acquisition after March 1, 1913, as the result of purchase of a
proven tract or lease.”
By “discovered by the taxpayer on or after March 1, 1913, and not
acquired as the result of purchase of a proven tract or lease,” congress
intended to provide a basis for determination of what should be the de
pletion allowance, and did not attempt to determine, as between a lessee
and a lessor, which of them should be entitled to the allowance for dis
covery value. That is provided for in the last sentence of the section,
which says that “In the case of leases the deductions allowed by this para
graph shall be equitably apportioned between the lessor and lessee.” Such
interpretation gives effect to all the language of the section, and brings
all parts of it into accord; and under the general rules of construction such
interpretation should be adopted in preference to an interpretation which
results in repugnance. To hold that by the language “discoverd by the
taxpayer” congress intended to give the discovery allowance to the actual
discoverer, and to deny the lessor any part of such allowance on the theory
that the lessee is usually the discoverer, would be repugnant to language
of the latter portion of the section, which in the case of leases equitably
apportions the allowance between lessor and lessee.
My conclusion, therefore, is that “the value which may be set up in the
case of the discovery of mines, oil or gas wells, pursuant to the second
proviso of section 234 (a) (9), to be depleted in accordance with such
reasonable rules and regulations as the commissioner and the secretary may
make according to the peculiar conditions in each case,” requires that the
lessor be permitted a portion of such discovery value.
Respectfully,
Wm. L. Frierson, Acting Attorney General.
Hon. David F. Houston,
Secretary of the Treasury.
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Deceptive Averages
Editor, Students' Department:
Sir: Will you please advise me in regard to the following accounting
principle? In the “retail inventory system,” as used in many department
stores, the “inventory at cost” at the end of any month is arrived at by
multiplying the amount of the retail inventory at the same date by 100%
minus the average per cent of mark-up for all periods to date. In other
words, inventory at cost at February 28, 1920 = retail inventory at Febru
ary 28, 1920 X (100% minus per cent of mark-up for 2 months to February
28, 1920). By “retail inventory” is meant the value of the goods on hand
at selling prices.
To illustrate, assume that the retail inventory at February 28, 1920, is
$5,340.00, and that the per cent of mark-up to February 28, 1920, is 45.65%.
Then cost of inventory at February 28, 1920, is $5,340.00 X (100% —
45.65%), or $5,340.00 X 54-35%, or $2,902.29.
Does the above method of figuring inventory at cost presume to give
accurate results, or does it operate to deceive in the manner that averaging
does as indicated in the article in The Journal of Accountancy for the
month of September, 1919, page 237? If you take a carpet department
where the unsold items of the inventory can be identified it will not prove
out.
Yours truly,
San Francisco.
S. C. P.
Averages are very likely to be deceptive, and it seems probable that the
method of approximating the cost of an inventory, as indicated in your
letter, would produce inaccurate results practically every time. The reason
is that with different quantities priced at different rates of write-up, you
have a problem in weighted averages, with different weightings for goods
purchased, goods sold and goods still in the inventory, because the goods
marked at different rates of write-up are purchased, sold and on hand in
varying ratios. It is probable that the concern attempting to use this
method of approximating the inventory ignores the principle of weighting
altogether and attempts to apply a simple average rate of write-up.
To illustrate the error which this will produce, let us assume that 500
articles are written up 20% of the selling price. That is, the 500 articles
cost 80% and are priced to sell at 100%. Two articles of another class are
written up 10%. That is, they cost 90% and are priced to sell at 100%.
Thus we have two rates of write-up: 20% and 10%. The average of these
two rates is 15%, and 100% — 15% = 85%. Now let us assume that at
the end of the month one-half of the. goods of each class has been sold, the
other half remaining in the inventory. By applying the average rate we
would value the 250 articles of the first class at 85%, although they cost
only 80%; and we would value the one article of the second class at 85%,
although it cost 90%. Clearly, the articles of the first group are consider
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ably over-valued, and the remaining article of the second group is con
siderably undervalued. It is almost certain that the over-valuation of one
group will not offset the under-valuation of the other group, with the result
that the inventory will be either over-valued or under-valued.
This may be made clearer by using an illustration with figures represent
ing dollar values instead of per cents. Assume, therefore, the following
facts:
Number Selling price Selling price
Purchased
Each
Class
Total
Write-up
Cost
$200.00
A....... ......... 500
$100,000.00
$70,000.00
30%
150.00
15,000.00
20
B ....... .......... 100
12,000.00
100.00
C....... .........
400.00
10
360.00
4
Simple average of rates of write-up................................

20

Now, assuming that one-half of the goods of each class has been sold, the
attempted approximation of the cost of the inventory would be made in the
following manner and with the following incorrect results:
Number
Class
on hand
A........................ ................... 250
B ...................... ...................
50
2
C ...................... ...................

Selling price
each
$200.00
150.00
100.00

Selling price
total
$50,000.00
7,500.00
200.00

Total "retail inventory”.................................................................
Multiply by (100% — 20%)........................................................

$57,700.00
80%

Estimated cost ................................................................................

$46,160.00

But the true cost of the inventory is as follows:
Class
Cost of purchases
A ......................................... $70,000.00
B .........................................
12,000.00
C .........................................
360.00

Cost of one-half of
purchases—in inventory
$35,000.00
6,ooo.co
180.00

Total ...................................................................

$41,180.00

This discrepancy may be accounted for in detail as follows:
Estimated cost = 80%
Class
of selling price
A ...................... $40,000.00
B ......................
6,000.00
C ......................
160.00

True cost
$35,000.00
6,000.00
180.00

Over-valuation
Under-valuation*
$5,000.00

Net over-valuation ...................................................................
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The error is due to the use of the simple average rate of write-up, 20%,
which really applies to the goods of Class B only, and it applies to that
class because the average rate happens to be the actual rate of write-up
for goods of that class. The use of a weighted average rate of mark-up
would produce more accurate results. Such a rate could be computed as
follows:

Class
A .....................................
B .....................................
C .....................................

Total cost
$70,000.00
12,000.00
360.00

Total marked selling price
$1oo,ooo.co
15,000.00
400.00

Totals .................................

$82,360.00

$115,400.00

Deduct cost.........................

82,360.00

Total write-up..................

$33,040.00

Then 33,040.00
115,400.00 = 28.63085%, rate of mark-up.
The rate would then be applied to the approximation of the inventory
as follows:

Total inventory at selling price (as above).........
Multiply by 100% — 28.63085%..............................

$57,700.00
71.36915%

Cost of inventory ......................................................

$41,180.00

This is the true cost, but it would be misleading to leave the impression
that true cost could always be computed in this manner. It happens to be
the true cost in this case because in addition to using a weighted average
rate, which is a matter of principle, the sales were in the same ratio as the
purchases. Exactly one-half of the goods of each class was sold—this is
a matter of chance and would rarely be a fact. Therefore, even the use
of a weighted average of the rates of write-up would rarely result in a
correct calculation of the inventory, as may be seen from the following
continuation of the illustration, the inventory being no longer in the same
ratio as the purchases :
Approximation of inventory by proposed method
Units in
inventory
Class
A ........... ............... 50
B ........... ............... 90
1
C ........... ...............

Selling
price each
$200.00
150.00
100.00

Total
selling price
$10,000.00
13,500.00
100.00

Total inventory at selling prices..................................
Multiply (as before) by...............................................

$23,600.00
71.36915%

Cost by approximation...................................................

$16,843.12
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Computation of true cost of inventory

Units in
Class
inventory
A ........... ............... 50
B ........... ............... 90
C ........... ...............
1

Cost each
$140.00
120.00
90.00

True cost of inventory......................................................

Total cost
$ 7,000.00
10,800.00
90.00

$17,890.00

These illustrations indicate that, unless a weighted average rate or
write-up is used, and unless the sales of all classes of goods are in the same
ratio as the purchases of all classes, so as to make the ratio of realized
gross profit the same as the ratio of write-up, this method of approximation
will not produce accurate results.
Common Stock Without Par Value
Editor, Students’ Department:
Sir: If consistent, I would appreciate an answer to the following:
A company is organized as a holding company, its capital stock in two
classes: preferred and common without par value. The preferred, par
$100.00, is sold for $80.00 with a bonus of two shares common. The com
pany’s only asset is the cash realized from these sales.
It now purchases the stock of another company, giving cash and a block
of the common stock. Will you kindly outline the entries to record the
above on the books of the holding company, and state at what value the
common stock should be shown as issued?
Yours truly,
Chicago.
J. A. O.

As to the issue of preferred stock at 80 with a bonus of common stock
without par value, the preferred stock should be credited at par, cash debited
for the 80 and discount on preferred stock debited for the 20. Nothing was
received for the common stock, hence no credit can be made in the capital
stock common account. The account with stock without par value should
be credited with only those amounts actually paid in on the stock, and with
any surplus transformed into fixed capital by action of the directors, such
action being analogous to the declaration of a stock dividend.
The difficult question arises in states, such as Illinois, which require that
a minimum amount, $5.00 per share in Illinois, shall be paid for common
stock without par value. It is difficult to see how a transaction such as the
one outlined in the letter could be carried out legally in such a state. It
would seem that giving the common stock as a bonus would be a direct
violation of the law. Possibly the difficulty might be avoided by the subter
fuge of taking subscriptions to the common stock at $5.00 per share and
subscriptions to the preferred stock at $70.00 per share. The subscriber
would thus pay $80.00 for his one share of preferred and two shares of
common as before. In that case discount on preferred stock would be
debited with $30.00; the issue of the common stock would be recorded by a
debit to cash and a credit to capital stock common at $5.00 per share.
If the law of the state in which the corporation is organized permits the
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issue of common stock as a bonus, the balance-sheet would not show any
value for the common stock until profits gave it a value. But the balancesheet should show the number of common shares issued, and therefore a
capital stock common account should be opened and memorandums made
therein, stating the number of shares authorized and the number issued, but
no values would be entered in the money columns.
As to the purchase of the subsidiary stock, the contract for the purchase
should stipulate the value of the stock acquired. The difference between this
agreed value and the cash given would be credited to the capital stock
common account. Unless the value of the subsidiary stock is agreed to, it
is difficult to see how the proper credit to the capital stock common ac
count could be determined. The proper credit is the amount actually paid in
for the stock, and if the property paid in is not valued there is no way of
valuing the common stock when it has no book value.

Sinking Fund Contributions
Editor, Students’ Department:

Sir: The writer, in going through the late Charles E. Sprague’s Ac
countancy of Investment, came upon the following problem on page 185:
“On July 1, 1914, a company decides to accumulate a sinking fund of
$100,000.00 by July 1, 1921, assuming that interest on the fund will be at the
rate of 4% per annum. It is expected that annual contributions to the fund
of $12,000.00 each will be made on July 1, 1917, 1918, 1919, 1920 and 1921.
Find the two equal contributions required at July 1, 1915 and 1916, in order
that the seven contributions, with accumulated interest, may amount to
$100,000.00.”
On the next page, Professor Sprague gives the answer as $14,103.35, but
does not show how he obtains these figures. On page 184, a footnote states
that these problems are in connection with the text of chapter VII, but the
writer could not find any theory there covering this sort of problem.
I shall feel greatly obliged to you if you would explain how this answer
is obtained.
Yours truly,
Chicago.
H. N. H.

The last five payments are an annuity, because they are equal in amount
and are contributed at equal intervals. An annuity table shows that the
amount of an annuity of $1.00 for five periods at 4% is $5.416323. The five
payments of $12,000.00 each will therefore amount to $5.416323 X $12,000,
or $64,995.88. The first two payments will have to produce the remainder
of the fund, or $35,004.12.
An interest table shows that the amount of $1.00 at 4% compound in
terest at the end of 6 periods is $1.265319, and that the amount at the end
of 5 periods is $1.216653.
Then $1.00 invested July 1, 1915, will amount to... .
And $1.00 invested July 1, 1916, will amount to. ...

$1.265319
1.216653

Total .......................................................................

$2.481972
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Hence $35,004.12
2.481972 = $14,103.35, the amount of the two equal
contributions to be made at July 1, 1915, and July 1, 1916.
Changing From Stock With Par Value

to

No-par Stock

Editor, Students’ Department:
Sir: A corporation, having the following capital and surplus accounts,
changes from a par to a non-par value :
Preferred stock: 1,400,000 shares @ $5.00........... $ 7,000,000.00
Common stock: 3,600,000 shares @ $5.00............. 18,000,000.00
Surplus:
Capital surplus, from premium on share sold. 2,500,000.00
Earned surplus ................................................. 10,000,000.00

The common stock of $5.00 par value is to be exchanged for non-par
value stock at the rate of five shares of the old for one share of the new.
The argument has been advanced that the liability to set against the 720,000
shares of non-par value stock would be the par value of the old common
stock plus the entire surplus, or $30,500,000.00. I hold that the new stock
should be capitalized at the figure which represents its consideration, i. e.,
the retirement of the par value stock carried on the books at $18,000,000.00.
I do not see any advantage or necessity of closing the surplus account into
capital account, as, by the very nature of the non-par plan, each share
represents its aliquot part of the excess of assets over liabilities. It is my
belief that the balance-sheet should reflect the new capital and surplus items
in the following form :
Capital:
7% cumulative, convertible preferred stock,
1,400,000 shares @ $5.00 each................. $ 7,000,000.00
Balance represented by common stock, 720,000
shares without par value.................................. 18,000,000.00

Total paid-in capital ...............................................
Capital surplus ........................................................
Earned surplus ........................................................

25,000,000.00
2,500,000.00
10,000,000.00

Total capital .................................................... $37,500,000.00
Will you kindly give your views on the subject?

Tulsa, Oklahoma.

,

Yours truly,
H. E. M.

Assuming that the preferred stockholders have no claims against the
surplus on account of dividends in arrears, the question as to whether the
no-par value capital stock account should be credited with the par of the
stock retired or with the par of that stock plus the surplus depends entirely
upon the action of the directors. If they take no specific action covering
the point, the credit should be for the par of the retired stock only. This
is because of the probability that the courts will consider that surplus trans
ferred to the capital stock account by action of the directors is equivalent
to a stock dividend and is not available thereafter for cash dividends. So
far as I know the courts have not yet decided this point, but until they do
it would be a wise precaution to avoid any action which may be construed
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into tying up surplus into fixed capital unless it is the desire of the directors
to do so.
The account with no par value stock should be credited with the amount
paid to the corporation for the common stock. The surplus account will
then represent earnings. If the original common stock was issued at a pre
mium this was virtually a part of the payment made by the holders of the
no-par common stock as a contribution to the capital of the company, and
on the theory that the no-par value capital stock account should be credited
with what is paid in by the common stockholders, it would be logical to credit
the capital stock account with such a portion of the capital surplus account
as represents premiums paid on the original issue of common stock.
This case should be distinguished from the organization of a new cor
poration with no-par value stock for the purpose of buying the assets of
an existing corporation with par-value stock. If the no-par value stock
is given to the old corporation for its net assets, the value of these net assets
determines the value of the no-par stock, and the total amount should be
credited to the capital stock account.

Sales Cancellations and Re-sales

Editor, Students’ Department:
Sir: Will you please advise me the correct way of handling re-sales
made by salesmen after the goods have been charged to the account of one
customer, but delivered by salesmen at destination to another customer.
Yours truly,
New Orleans.
L. G. L.
Presumably the order was canceled by the first customer, and the entry for
the sale should be reversed. The charge should be made to sales account
and not to sales returns and allowances, because the cancellation is different
in nature from a return or allowance adjustment and because the sales ac
count would otherwise contain a duplication of sales. The sale to the new
customer can then be put through the books in the customary manner.
Inventory Reserve
Editor, Students’ Department:
Sir: I should like to have your idea as to the value of an account called
“reserve for depreciation of merchandise,” which is used in the following
manner:
In a department store, at the end of every fiscal year, a certain amount,
between 4% and 5% of the inventory, is set aside from the profits and
credited to the account of reserve for depreciation of merchandise. The
inventory has always been taken, they tell me, at cost, which in this time
is lower than the market prices, and those articles that are old or damaged in
any way are taken at less than cost, in proportion to the damage.
During the last three years this policy has been followed, and the store
has now an amount of nearly 15% of the merchandise on hand in this
account of depreciation. When making a balance-sheet it has been the
custom to deduct this reserve from the total amount of the inventory in
the balance-sheet itself, and the difference is what is added to the current
assets. Now, I would like to know the following:
1. Whether it is proper to deduct a reserve for depreciation from the
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inventory if the inventory is taken at cost less the damaged goods.
2. Whether, the reserve having been made, it is not better to call it
“reserve for working capital,” or “reserve for possible changes in prices,’
or just to add it to the regular reserve fund for contingencies and consider
it in any way as a surplus account.
3. If the reserve is treated as up to now; that is, calling it depreciation
and deducting it from the inventories, how is it considered by banks—as a
surplus or as any other depreciation reserve like the one provided for the
wear and tear of furniture and fixtures ?
Any assistance you may give me in this matter will be much appreciated.
Panama R. P.
G. G. S.
1. It does not seem proper to deduct a reserve for depreciation from
merchandise inventories if they are priced at cost when that is lower than
market, particularly when the inventory itself is written down on account
of damage which has already made itself apparent in the goods. If the
goods are invariably priced at cost, regardless of whether that is higher or
lower than market, there would be a justification for the reserve to reduce
the value to market when that is lower than cost, and it would be a proper
deduction from the inventory on the balance-sheet. In that case, also, the
charge required to set up the reserve would be properly made to the profit
and loss account, since the drop to a lower market price is an element com
monly taken into consideration in computing the operating profits for the
year.
But this appears to be a reserve to provide for the contingency of future
deterioration. That being the case, it does not seem proper to deduct the
reserve from the inventory, as the result is an under-statement of the present
value of the merchandise. In such a reserve the three following points
should be borne in mind:
(a) The reserve should not be cumulative. Some reserves are cumula
tive, such as those for depreciation of fixed assets. Others are temporary
only, such as the reserve for bad debts. A reserve set up against an inven
tory applies to that inventory alone and must be dropped when a new
inventory is taken, An illustration may clarify this. If the inventory at
December 31, 1917, is $100,000.00, a 5% reserve against this inventory would
have a credit of $5,000.00. If, at December 31, 1918, the inventory is only
$80,000.00, the reserve should be reduced to $4,000.00. At December 31, 1919,
if the inventory is $120,000.00, the reserve should be raised to $6,000.00.
Thus, the reserve is always 5% of the inventory when the books are closed.
This is the only logical way, because there is no possible reason on Decem
ber 31, 1919, for having a reserve which is the accumulation of $5,000.00 at
the end of 1917, $4,000.00 at the end of 1918 and $6,000.00 at the end of 1919.
(b) The reserve should be set up by a charge to surplus and not to
profit and loss. If the inventory is priced at cost or market, whichever is
lower, and if accrued deterioration is allowed for in valuing the goods, all
elements affecting the current operations of the period will thereby have
been taken into consideration. Any further provision for future losses
should be treated as an appropriation of surplus for purposes of conserva
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tism. Increases or decreases in the reserve, caused by changes in the amount
of the inventory, should therefore he adjusted through surplus account at
the end of the period.
(c) On the balance-sheet, the reserve should be so placed as to be
easily recognized as an appropriation of surplus as a conservative provision
for losses which may possibly occur instead of as a deduction from an asset
on account of losses which have already taken place.
2. It would be improper to call the reserve a reserve for working capital
or a reserve for possible changes in prices, since the reserve is not set up
for either of those purposes. It is a reserve for contingencies, but the use
of the term “reserve fund” is to be avoided, because a fund is supposed to
be an asset.
3. If the reserve is treated as a deduction from the inventory and called
a reserve for depreciation, I do not think you could blame a bank for con
sidering it as a proper deduction from the inventory in ascertaining the true
value thereof.
Reserves and Surplus
Editor, Students’ Department:
Sir : The Z Corporation decides to take over the X Corporation, issuing
for the asset values acquired capital stock in the amount of $600,000.00,
which represents all of the stock of the Z Corporation. This is common
stock and has a par value of $100.00. The statement presented by the X
Corporation is in summary form as follows:
X Corporation
Assets ............................. $700,000.00 Liabilities ........................ $100,000.00
Reserve for depreciation.
40,000.00
Reserve for additions....
60,000.00
Surplus .......................... 200,000.00
Capital stock................... 300,000.00

$700,000.00

$700,000.00

Certain accounts receivable appear on the books amounting to $100,000.00,
which the X Corporation guarantees to the extent of $90,000.00, as being
representative of the amount which would be collected. You are requested
to submit the opening entries for the Z Corporation.
Will you please explain the above problem, and show how it would be
worked ?
Yours truly,
A. F. M.
The opening entries of the Z Corporation would be:
Subscriptions ...........................................................
Capital stock .................................................

$600,000.00
$600,000.00

To record the subscription for the entire issue of our stock.
Accounts receivable...............•..................................
Other sundry assets ................................................
Goodwill ...................................................................
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Liabilities............................................................
X Company guarantee reserve for bad debts.
X Corporation, vendor ....................................

$100,000.00
10,000.00
600,000.00

To record the purchase of all the assets of the X
Company and the assumption of its liabilities.
The X Company guarantees the accounts re
ceivable of a face value of $100,000.00 to the
extent of $90,000.00 only, thus establishing
the value thereof for purposes of the contract
of sale. Payment to be made in our stock.

X Corporation, vendor ...........................................
Subscriptions .................................................

600,000.00
600,000.00

To record the payment of subscriptions and the
cancellation of our indebtedness to the X
Company by applying the right of offset
The reserve for depreciation is not carried over to the books of the new
company, because it presumably took the fixed assets at their depreciated
value, and that value would be the cost to it. If it took them over at some
other value, the goodwill account would be inversely increased or decreased,
but the reserve for depreciation would not be brought over to the new books.
The guarantee reserve for bad debts is necessarily set up because the
Z Corporation must put the accounts receivable on its books at their face;
it cannot write the accounts down to $90,000.00 because it does not know
which ones will prove bad. It takes them over, however, at a net value of
$90,000.00, since that is the guaranteed value. These accounts should be kept
separate from new accounts arising from sales by the Z Corporation, because
losses to the extent of the guarantee are chargeable to the vendor’s reserve,
and because any collections in excess of the $90,000.00 would necessitate an
adjustment of the goodwill account
The “reserve for additions” on the X Company’s books is appropriated
surplus. As the Z Corporation is not bound by the action of the X Corpora
tion, the reserve may be ignored. In order to carry it to the Z Corporation’s
books as surplus appropriated for additions, the debit to goodwill would
have to be increased $60,000.00, which would be very bad accounting.

Profits

on

Deferred Payment Sales

Editor, Students’ Department:
Sir: Will you kindly answer the following question through the Stu
dents' Department? A company sells its product on three years’ credit,
payable in three yearly instalments. The cost of production for one year
is $10,987,600.00; sales, $13,210,900.00; various expenses, $223,300.00. Find
an equitable method of stating profits for the year.
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My opinion is that the profit is $2,000,000.00, obtained as follows:
Sales .......................................................................
Cost of sales ..........................................................

$13,210,900.00
10,987,600.00

Gross profit............................................................
Expenses .................................................................

$ 2,223,300.00
223,300.00

Net profit................................................................

$ 2,000,000.00

I do not see that the three years’ credit has anything to do with the
amount of profit, except for the fact that only a small amount of actual
cash is received and is available for dividends.
Yours truly,
Minneapolis.
A. E. H.
There are several reasons why it would be inadvisable to take up the
entire $2,000,000.00 as a profit of the year in which the sales were made. In
the first place, there is practically no doubt that some of the accounts will
be lost—and no provision has been made out of the $2,000,000.00 for bad
debts. In the second place, the next three years will have to bear a con
siderable amount of expense in collecting these accounts for the benefit of
the year which made the sales. The $2,000,000.00 profit should certainly be
diminished by reserves for bad debts and for collection expense.
But when credits extend over such a long period it is difficult to make
an accurate estimate of the necessary provisions for bad debts and collection
expenses. Moreover, future years may be called on to pay interest on
borrowed funds to carry on the business, because of the fact that the
company’s capital is tied up in long term credits. For these reasons it is
desirable to take up the profits on the basis of cash collections.
The cost of sales represents 83.17 + % of the selling price. Hence, it
may be assumed that 83.17% of all collections represent a return of cost,
while 16.83% represents profits. During each of the years over which these
accounts extend, 16.83% of the collections would be treated as income,
against which would be charged the losses on bad debts, the collection ex
pense and the interest payments. The remaining 83.17% would be treated
as a return of the cost of the goods sold.
While it may be theoretically more accurate to take up the profit in the
year in which the sales were made, setting up reserves for expenses and
losses to be borne in future years on account of these sales, the inability to
estimate the reserve accurately makes the cash collection basis expedient.

Capitalizing Preliminary Expense

Editor, Students’ Department:
Sir: In the books of a prominent real-estate concern, I found an
account called “real-estate acreage,” debited with purchase price, interest
paid on mortgages, real-estate taxes, expenses for transportation, “for sale”
signs and sundry other expense items. The acreage was bought some time
ago and no sales have been made. I am now told to charge 6% on the entire
disbursements (debits).
I would appreciate hearing from you as to whether the recording as
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enumerated is correct. My contention is that all disbursements, except pur
chase price, should be taken out of the asset account, and separate nominal
accounts should be opened for the respective expenses, which would be
closed to profit and loss at the end of the year. I further object to the
charge of 6% interest. More than one of the office force do not agree with
me, stating that the cost of the property is as recorded and should be capi
talized and, when the company offers for sale any property not yielding any
income, 6% on investment ought to be added.
Yours truly,
Brooklyn, New York.
S. M.
It is generally considered that all the actual expenditures necessary to
bring an enterprise to the condition when sales can be begun are part of
the cost of the plant or of the article sold. Applied to real estate, these
expenditures would include payment for all improvements, such as grading,
paving, sidewalks, etc. As it takes time to develop the property, taxes paid
or accrued are an essential part of the cost. As the land cannot develop
itself, the salaries of those who supervise the work are also added. Interest
actually paid during development is usually considered a legitimate element
of cost.
But all this is confined to money actually paid and only during the time
necessary to develop. If the property is ready for sale at the end of one
year, the officers cannot sit down and draw salaries and charge them to the
cost of the property, nor can they so charge taxes and other expenses. In
no circumstances can they charge to the cost of the property any interest
that is not actually paid or payable to an outside party. If they could, an
absurd situation might arise. Suppose the capital of a company is $200,000.00, and that $150,000.00 thereof has been invested in a fruit farm which
will not be productive for five years. If it were legitimate to charge 6%
interest to the cost of the property, an entry could be made each year
charging the property account and crediting profit and loss with $9,000.00.
The next step might be to declare and pay a dividend of 4½%. Such a divi
dend certainly would not be legitimate.

Short Method for Computing Interest on Instalment Notes
Editor, Students’ Department:
Sir : I have been told to use the following rule in computing the interest
on instalment notes given in payment for automobiles. The intention is to
charge simple interest, not compound interest. The rule works out cor
rectly, but I should like to have you explain why it does.
Short method to ascertain the amount of the interest at the rate of 6%
per annum upon the unpaid balance of a sum to be paid off in equal monthly
payments:
Rule: To the sum or principal add one payment; multiply by the total
number of months and divide the result by 400.
Example: Sum or principal, $500.00. To be paid off in 10 equal monthly
payments of $50.00.
Solution: $500.00 + 50.00 = $550.00.
$55o.oo X 10 = $5,500.00.
$5,500.00 ÷ 400 = $13.75.
I do not see why we add one payment to the principal, and where we
obtain the 400.
Yours truly,
T. W. B.
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This rule would be clearer if it were stated as follows:
First step: to the original principal add one monthly payment; multiply
by the number of payments, and divide by 2. The result is the sum of the
various monthly amounts which draw interest.
$500.00 + $50.00 = $550.00.
$550.00 X 10 = $5,500.00.
$5,500.00 ÷ 2 = $2,750.00.

This is merely an application of the principle of arithmetical progression,
using the rule: to find the sum of a series, where each successive number in
the series increases or decreases by a common difference, add the first and
last terms of the series, multiply by the number of terms in the series, and
divide by two.
The $2,750.00 is the sum of the monthly amounts which draw interest at
6%. This fact may be shown thus:

Unpaid principal drawing interest the—
First month............................................................. $
Second month..........................................................
Third month ............................................................
Fourth month......................................................... ,
Fifth month..............................................................
Sixth month............................................................
Seventh month........................................................
Eighth month ..........................................................
Ninth month............................................................
Tenth month.................................................................

Sum of the series....................................................

500.00
450.00
400.00
350.00
300.00
250.00
200.00
150.00
100.00
50.00

$2,750.00

Second step: as each diminishing principal bears interest for one month,
the total interest will be one month’s interest at 6% per annum on $2,750.00.
One month’s interest is one-half of 1%. Hence, divide $2,750.00 by 200,
obtaining $13.75 as the interest.
Two steps combined, as stated in the rule:

To the original principal add one monthly payment, and multiply
by the number of payments.
Divide by 2 and then by 200; or simply divide by 400.
Treasury Stock

Editor, Students’ Department:
Sir: I was recently confronted with a problem in a C. P. A. prepara
tory course in which I am enrolled as a student, the correct answer to which
hinges upon the correct theory of entering treasury stock.
A corporation, having issued its capital stock at par, buys 1,000 shares
at 95, etc. It was the intention of this corporation to resell this stock at a
higher figure, if possible. In making my entry for the purchase of the stock,
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I placed the 1,000 shares on the books at par, with an offsetting entry to
cash and treasury stock surplus, to which the teacher made objection, and
stated that treasury stock should be entered at cost.
Will you kindly inform me which method is correct—whether treasury
stock should be entered at par or at cost ?
Yours truly,
Everett, Massachusetts.
C. L. H.
There is considerable difference of opinion among accountants as to
whether treasury stock should be carried on the books at par or at cost. It
is the opinion of this department that par is the proper figure. The reason
is that when treasury stock is acquired by purchase the capital of the
corporation is automatically reduced and the treasury stock should be
deducted from the capital stock on the balance-sheet, carrying out the
amount of the stock outstanding. Unless the treasury stock is carried on
the books and deducted on the balance-sheet at par, the amount carried out
in the balance-sheet as outstanding will not be the par of the stock.
Putting treasury stock on the books at par will necessitate entries for
the difference between par and purchase price. When the stock is purchased
for more than par, the excess should be debited to surplus. When it is
acquired at less than par, the credit should not be put to surplus until a
re-sale makes the difference a realized increment of surplus. Even then it is
better to credit capital surplus because the item is not an operating gain.
At the time of the purchase the difference between par and cost should be
credited to contingent profit on treasury stock. If the stock is sold at less
than par the difference would be charged to this contingent profit account;
if the balance represents a gain it should be credited to capital surplus to
close the contingent profit account.
Indiana Examinations

Editor, Students’ Department:
Sir : Will you be so kind as to inform me whether the state of Indiana
grants a C. P. A. degree or has any legislation on the subject, and if so
from whom I may obtain the qualifications, date of examination and other
necessary information?

Yours truly,
G. B.

Indiana grants a C. P. A. degree and uses the examinations of the
American Institute of Accountants. You can obtain information by ad
dressing Lawrence F. Orr, secretary of the Indiana state board of account
ancy, State House, Indianapolis, Indiana.

Contingent Stock Donation
Editor, Students' Department:
Sir : As a subscriber to The Journal of Accountancy I request that
you answer the following through the Students’ Department:
1. The directors of a corporation make an agreement with a stock
holder whereby the stockholder consents to donate an amount of preferred
stock to be cancelled for the purpose of creating a surplus, with the under
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standing that when a surplus is earned a bonus of common stock shall be
issued to the stockholder. How would such a transaction be shown upon the
books ?
2. Can a corporation purchase stock above par from its employees ?
Yours truly,
J. W. O.

I do not see how the donation of stock can be made to produce a surplus
unless the donation is unconditional. If the stock is given to the company
outright, the credit may be made to surplus; but when there is an agree
ment to make repayment in common stock at a later time, even though that
agreement is dependent upon a contingency, there is no outright gift, and
a contingent liability has been created instead of surplus. It would seem
to me, therefore, that the charge to treasury stock should be offset by a
credit to an account showing the name of the stockholder and the nature
of the account as a contingent liability payable in common stock.
Unless the credit is made to a liability account there will be no record
justifying the bonus of common stock to the stockholder at a subsequent
time. The bonus could not be recorded as a dividend and charged to surplus
because all stockholders of the same class must be treated alike in the matter
of dividends.
A corporation can purchase its own stock from anyone at any price,
unless the law of the state in which it is organized prohibits corporations
from owning their own stock.

Self-Balancing Ledger
Editor, Students’ Department:
Sir: The term “self-balancing ledger” has come to my attention. I
would greatly appreciate any information that you may be able to furnish
on the subject.
Yours truly,
C. M. T.
A self-balancing ledger is a subsidiary ledger which contains an account
which is an exact duplicate of the controlling account in the general ledger
except that it is kept in reverse. To illustrate: the subsidiary ledger with
accounts receivable could be made self-balancing by posting the totals of
the accounts receivable columns in the books of original entry twice—once
to the controlling account in the general ledger and again to an account
in the subsidiary ledger. But items posted to the debit of the controlling
account in the general ledger are posted to the credit of the general or total
account in the subsidiary ledger. Thus it will have a credit balance equal
to the sum of the debit balances of the individual accounts, and a trial
balance can be drawn from the subsidiary ledger. The self-balancing
feature has the advantage of enabling the subsidiary bookkeeper to test the
accuracy of his work without being obliged to refer to the controlling
account in the general ledger.
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ACCOUNTS IN THEORY AND PRACTICE, by Earl A. Salters.
McGraw-Hill Book Company, New York. 300 pp.
PRINCIPLES OF ACCOUNTING, by Albert Claire Hodge and James
Oscar McKinsey. The University of Chicago Press, Chicago.
389 pp.

It is worth noting that of late years increasing numbers of books on
accounting are being written by educators rather than by professional
practitioners. This is natural in view of the growing number of accounting
courses being installed in our colleges and universities. Aside from the
number of young men intending to make accountancy their profession, it is
being realized everywhere that knowledge of the principles of accounting
is a very necessary part of the equipment for any business or profession.
At present, courses in bookkeeping and accounting are mainly a part of
general business courses, where they, frankly, are not courses leading to a
C. P. A. certificate and accountancy as a profession; but already we see
movements in other departments of university teaching to include them as
subsidiary but necessary—witness the recent establishment of a new in
dustrial engineering course at Columbia university, which includes the study
of accounting, business law, corporation finance and factory costs.
Naturally it follows that we have books written by members of the
teaching staff of these accounting departments. They are text-books pure
and simple, and one does not as a rule find anything new or startling in
them in the way of theory or practice. But it would be a mistake to pro
nounce them superfluous because they teach merely what has been estab
lished as standard by professionals. These writers are practically pioneers
blazing the pedagogical ways of accountancy, and as active practitioners
have after long years standardized theory and practice, so must the edu
cators gradually standardize the methods of teaching them.
It is in this light that we must consider two books on theory and prac
tice of accounting which have lately come to the reviewer’s desk—one show
ing the method of teaching the subject at Yale university by Professor
Saliers, and the other at the University of Chicago by Messrs. Hodge and
McKinsey. We have purposely taken the two together because they illus
trate so clearly the point we make in the' above paragraph. The two methods
are practically the same as far as the subject (theory and practice) is con
cerned. Both have practice problems at the close of each chapter well
calculated to test the student’s grasp of the principles set forth; and both
are well buttressed with bibliographies of standard authorities. But while
Professor Saliers begins with the simplest forms of books of original
entry, and proceeds, step by step, in the building up of accounts and an ac
counting system to the final profit and loss statement and balance-sheet.
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Messrs. Hodge and McKinsey exactly reverse the process, beginning with
the balance-sheet and working back to the books of original entry. The
reasons for this novel method given (on page 191) by the latter do not seem
convincing to us, but we must decline to be dogmatic about it in the absence
of any comparative statistics, say the percentage of those from each in
stitution who have successfully passed the American Institute of Account
ants examinations. It is true in both cases that the books are intended
rather for those who will become in time business executives than for those
seeking accountancy as a profession; nevertheless, the successful proportion
of the latter who do take the institute examinations would furnish a fairly
good test. Be that as it may, however, here are two distinct and diametrically
opposed methods of teaching the same subject. It remains for time and
experience to tell which should be regarded as the better.
Professor Saliers’ book is an admirably concise and logical presentation
of the theory of accounts, one that it is a pleasure to read, aside from its
educational features. There is a good index, and its make-up, barring a
few printer’s errors, is excellent. It is intended to cover the first semester
of a college year, and includes the main theory of accounting, with accom
panying drills in simple practice, and will be followed by a second to cover
more complicated aspects of accounting practice, thus completing a whole
year’s course.
Messrs. Hodge and McKinsey’s book covers about the same ground, in
reverse order as we have said, as Professor Saliers’ first volume, but goes
into much more detail, as in the matter of forms of vouchers, cheques, etc.
Principles are correctly stated and the practice problems very good, but
the book is not easy reading, to say the least. Owing to its novel form there
is much referring to later matter, and, conversely, repetition and referring
back to earlier matter—a feature the more exasperating because the book
contains no index beyond the preliminary table of contents by chapters.
That, we admit, might be no disadvantage to the student who is supposed
to have mastered and assimilated what has gone before, but it is manifestly
destructive of all logical development of a thesis to the ordinary reader.
A striking difference between the books is that Professor Saliers dis
cusses accounting theory broadly with an eye on the legal aspect of it,
while Messrs. Hodge and McKinsey devote a large amount of space to the
minutiae of a business office. Both features are valuable and necessary,
as a casual inspection of the questions in recent institute examinations will
prove. It is not easy to draw the line between pure accounting theory and
commercial law, on the one hand, and between theory and mere business
devices on the other; though the last may well come under the broad term
of practice.
W. H. Lawton.
MATHEMATICS FOR THE ACCOUNTANT, by Eugene R. Vinal.
The Biddle Publishing Company, New York. 175 pp.

Probably not a few would-be candidates for the American Institute of
Accountants or C. P. A. examinations have been more or less puzzled, if
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not daunted, by the inclusion of actuarial problems in the examination
papers. It is only recently that books on accounting theory and practice
have contained the elementary formulas and instructions dealing with com
pound interest which are the basis of all actuarial science. Most authors
have contented themselves with a few tables showing the comparative
results where the effect of compound interest is recognized or ignored, as
the case may be, and relegated the whole subject to that field of higher
mathematics restricted to life insurance and “mathematical sharks.”
Curiously enough Very few seemed to realize that, once mastered, actuarial
formulas are actually labor-saving devices worth knowing.
With the vast accumulation of bond issues with varying maturities, pro
visions for sinking funds, loans repayable in instalments, etc., it is becoming
a matter of necessity for the public accountant to familiarize himself with
compound interest and annuity formulas—in other words, to acquire the
elements of actuarial science. Professor Vinal’s book contains a short
course on this subject prepared expressly for accountants. Beginning with
preliminary suggestions (which will be decidedly helpful to any junior in
his daily grind), the author leads us step by step, and logically, through
simple interest, averaging accounts, foreign exchange, logarithms, compound
interest, annuities, sinking funds, valuation of assets and amortization to
the valuation of bonds as the climax. Additional chapters explain the use
of the slide rule and contain review problems and problems taken from
institute examination papers. Many of the subjects of these chapters are,
of course, handled in any good book on accounting theory on an arithmetical
basis. The virtue of Professor Vinal’s method is that they are all reduced
to a set of labor-saving formulas.
The author promises in a later edition that a collection of formulas shall
appear as a separate chapter, a needed improvement.
It is perhaps well to suggest to intending purchasers that tables of
logarithms are necessary in order to work out many of the problems sub
mitted. There is only one table (of ten-place logarithms of the interest
ratios) in Professor Vinal’s book, though we can see no reason why a later
edition should not contain the regular tables of logarithms, thus making it
not only a text-book for the student but a valuable tool of trade for his
working years.
W. H. Lawton.

BUSINESS LAW, by Thomas Conyngton.
York. Two volumes. 800 pp.

The Ronald Press, New

Of the making of laws, as of books, there is no end, as anyone familiar
with the enormous output of congress, the state legislatures, municipalities,
utility boards, boards of health, education, etc., can testify. We are all
subject to these manifold laws and regulations, and it is a maxim of the
law that ignorance of them excuses no man—a maxim which under the
limitations of an average lifetime induces a lively sympathy with Mr.
Bumble’s famous aphorism “The law is a hass!” It has been said, and no
doubt with truth, that every one of us is unwittingly guilty of violating some
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law or local regulation every day of his life. Nevertheless, while one may
with some self-respect be ignorant of the fact that he is violating a law
when he employes a boy under fourteen as a caddy, offers a cigarette to his
son, a minor, or fails to include in his income-tax return the value of sundry
balls won by superior skill at golf, “yet,” says Mr. Coyngton, “from this
unwieldy mass of law may be elicited perhaps certain guiding principles that
everyone should know—general rules that will guide us safely past most of
the difficult places. Knowing these it is possible for a man so to shape his
business course and his relations with his fellows as to have little to do
with courts or lawyers.” pp. iii-iv). It is with such principles, particularly
with regard to business relations, that the book deals. It is by no means
an easy subject to handle, and for its successful result requires the experi
ence of one who is both lawyer and practical business man. This experi
ence the author is fortunate enough to possess, and that the book has reached
a second edition within two years is evidence that it is fulfilling its purpose.
It cannot be too strongly emphasized that this book is not to be classed
with that enticing form of popular fiction denoted by such titles as “Every
man his own lawyer!” On the contrary, one cannot give the book an in
telligent reading without gaining the strong impression that no important
contract or business engagement should be undertaken without competent
legal advice. On the other hand a thorough understanding of the legal
principles explained in the book will save many from taking foolish steps,
or incurring useless and unavailing expense in trying to evade the legal con
sequences of their own ignorance.
Mr. Conyngton’s book is well-known to the public accountancy profes
sion, and is recommended for study by those who seek to enter it, so there
is hardly any need for detailed description of it in these pages. It is
especially adapted for study by those who are seeking the C. P. A. certifi
cate, in that each chapter closes with review questions which are largely
taken from old examination papers.
W. H. Lawton.
NEW COLLECTION METHODS, by E. H. Gardner. The Ronald Press,
New York. 467 pp.

A public accountant can hardly be expected to undertake the task of
installing a modern credit department, yet as his diagnosis of a moribund
business may indicate “poor collections” to be the chief cause of the patient’s
alarming condition, the prescription of Mr. Gardner’s book might well be
in order. As in medicine, so in business, the doctor may not always be able
to work a cure, but he can frequently point out the way, after which it is
up to the patient. All of which is to say that Mr. Gardner’s book is certainly
worth a place in the public accountant’s working library—if only to suggest
ways of collecting his own bills !
The fact that the book is in its second edition indicates sufficiently that
it fills the need of a practical manual of procedure for the credit-man.
Mainly it is descriptive of methods and forms used by some of our most
successful wholesalers and mail-order houses in making collections promptly
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and systematically. Ordinarily this would furnish dry reading to those not
interested in the subject, but Mr. Gardner has succeeded in making it in
teresting to the general reader by his study of the practical psychology
underlying the various methods of prodding reluctant debtors.
The only consistent thing about human life apparently is its inconsistency.
Therefore, perhaps one should not be astonished by curious contradictions
one encounters in the book, such as the statement: “To go to a cash basis
would set back the clock by centuries” (p. 26). The aim of the credit
department being to shorten the terms of credit as much as possible, it
would be logical to consider the cash basis as the ultimate goal to be
obtained. If it is argued that the retailer should have a reasonable time
in which to turn over his stock, the obvious retort is that he should either
have sufficient working capital of his own to tide him over or else look to
the banks, which are the proper purveyors of credit. Again, after reading
the praises of high moral standing and frankness in commercial life, it
jars a bit to note the instances of saying one thing while meaning some
thing entirely different, as shown in some of the form letters which Mr.
Gardner quotes. This may be tact, but it irresistibly reminds one of the
cynical definition of tact—“the ability to lie like a diplomat.” Still, if busi
ness is competition and competition is but but a form of war, we must give
the credit-man his due for endeavoring in his field to eliminate the fright
fulness of the verbal bludgeon in favor of the more skillful and no less
deadly play of the rapier.
W. H. L.

BONDS AND THE BOND MARKET. March number, The Annals of
the American Academy of Political and Social Science, published by
The American Academy of Political and Social Science, Philadelphia.
The number of the Annals in question has as much of an appeal to the
student as to the present or the prospective investor. One is impressed with
the orderly and scholarly arrangement and presentation as well as the quality
of the material offered. The first part analyzes and discusses bonds as
financial investments, and describes the media and mechanism whereby bonds
are brought to the investor. The second part differentiates the various classes
of American government and corporate bonds. These articles are by wellknown persons whose practical experience in the field of finance makes the
contributions the more authoritative and valuable. The third part, on
foreign government bonds, is especially illuminating and interesting. It
helps to open up a vista which Americans must needs have if America is
to take her place in the affairs of international finance. It helps one, in
cidentally, to think about domestic problems which are now so complicated
by international relations. The balance of the number is made up of mis
cellaneous articles, the outstanding of which are The Effect of Taxation on
Securities, History of Bond Prices, and Causes Affecting the Value of
Bonds.
Whoever conceived the idea of making the March number of the Annals
a treatise on bonds and the bond market conferred a favor on society. It
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brings together in a very coherent manner much information which formerly
was widely scattered. It adds some things which, so far as the reviewer is
aware, formerly did not exist.
John Raymond Wildman.

STATISTICS IN BUSINESS, by Horace Secrist.
Company, New York.

McGraw-Hill Book

Dr. Secrist follows up his larger work—An Introduction to Statistical
Methods, which was noticed in the September, 1918, issue of The Journal
of Accountancy—with a small handbook for the use of executives in busi
ness. Doubtless it might, as the author hopes, be of use in schools of
commerce, but personally we should prefer to see the student secure the
broader foundation of the author’s earlier volume. As a manual for the
business-man, however, it is all that such a book should be. Any intelligent
man can grasp the fundamental principles quickly and readily, and in the
illustrations of graphs and charts he will have little difficulty in finding
something suited to his needs.
The book tells how to gather pertinent statistics, how to analyze them,
how to chart them, and finally how to use the charts to the best advantage.
The most helpful chapter to the average business man is the second, The
Facts of Business, which tells him generally what kind of facts he needs
and where he may find them. Simple as that may sound to the average
reader, the author has nevertheless elaborated a most important fact, viz:—
that statistics to be of practical use must be gathered very largely from
outside the business concern. Internal statistics are necessary and useful,
but unless they are related to external facts and conditions governing the
trade, all progress is necessarily haphazard. Most business-men realize this
more or less, but have been ignorant of where such facts could be obtained.
To such this chapter will be an eye-opener.
W. H. L.

COST AND WAGE RATE BOOK, published by the Special Purpose Book
Company, New York, 1919.
There is nothing particularly new or startling about this book so far as
the reviewer knows. Rate books have been used for many years, perhaps
many centuries. Interest tables were probably the first representation of
this form of book. Latterly the activity in cost accounting has created a
demand for tables, especially those having to do with wages. The book in
question appears to be serviceable in computing labor costs. It might also
be used, perhaps somewhat more laboriously, in making material calcula
tions. The rates begin at ten cents and increase by intervals of one-half
cent until they reach one dollar. Beyond that and up to a dollar and twentyfive cents they increase by intervals of two and a half cents. For each cent
or half cent of increase there is shown the amount corresponding to each
hour or fraction thereof, the fractions being scaled to tenths except in the
cases of one-quarter and three-quarters.
Any one who has a deal of computing to do would undoubtedly find the
book useful. It should appeal especially, as is suggested, to timekeepers,
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estimators, engineers, surveyors, contractors and cost accountants. The
auditor might find it of help in cases where there are many calculations to
check.
John Raymond Wildman.
R. A. O. A. NINETEEN-TWENTY SYNOPSIS, edited by E. R.
Woodson, secretary, Railway Accounting Officers’ Association, 1116
Woodward building, Washington, D. C.

This book is a synopsis of decisions and recommendations relating to
freight, passenger and disbursement accounting, covering from July, 1888,
to May, 1920. It deals with one phase of railway accounting—interline traffic
—and is confined to primary reports to be made by station agents and ac
countants for interline billing, accounting and auditing.
It is surprising at first to read in The Railway Age that “this is the first
book of its kind ever published,” but the first paragraph of the book (p. 10)
explains succinctly the obstacles which the R. A. O. A. had to overcome in
persuading the railroads to adopt a uniform interline system. The recital
of these obstacles will arouse reminiscent and sympathetic emotions in the
mind of the accountant who has ever taken part in a similar movement for
uniform accounting. We have the word of The Railway Age that the com
piler of the book has been eminently successful in his work, and certainly a
cursory perusal of many paragraphs carries the impression that the rules laid
down are clear and unambiguous.
Though the manual is intended primarily for the use of railway agents and
auditors, it is well worth study by the public accountant, if only to get valu
able hints how to handle so complicated a matter tersely and lucidly.
W. H. L.

GRAIN EXPORT CALCULATION TABLES, by Frederick H. Baugh.
The John Hinrichs Cable Code Company, Baltimore.
If any excuse is required for Mr. Baugh’s handy little book (102 pp.
and small enough to carry in one’s pocket) it will be found in the opening
paragraphs of the preface:

“Owing to the wide fluctuations of commodity prices and exchange rates,
existing tables for figuring grain exports have become inadequate.
“To compile a book of tables by former methods * * * would re
quire approximately 5,000 pages.”
The export grain trade is surely under heavy obligations to Mr. Baugh
for this labor-saving device. Public accountants auditing concerns in this
trade will need it in verifying sales.
W. H. L.

INCORPORATED ACCOUNTANTS’ YEAR-BOOK FOR 1920.
The Incorporated Accountants’ Year-Book, issued by the council of the
Society of Incorporated Accountants and Auditors of Great Britain, con
tains the names of 2,910 members, of whom all but 446 are residents of Great
Britain. The year-book contains the usual information in regard to regula
tions, etc., of the society.
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HOW TO AUDIT.

The McArdle Press, Inc., New York.

A manual of instruction originally prepared for the staff of and under
the supervision of a firm of accountants and auditors. The book is an attempt
at the practical, though it may better be said to discuss certain purely
mechanical processes without in any way getting at the fundamentals of the
science of auditing. The four sections of the book cover (a) the general
rules of conduct for the auditor, (b) general instructions covering the conduct
of an audit, (c) peculiar conditions to be looked for in particular businesses,
and (d) suggested paragraphs for use in writing a report.
We are informed that “the mere presentation of a financial statement
is seldom enough,” and then are furnished with some 125 stereotoyped para
graphs to insert verbatim in writing the report. It at first seemed odd to us
that the author’s name appeared nowhere in the book, but after a short
perusal the reason was obvious. For the commercializer of accounting prac
tice the book will have a real appeal. For the accountant who considers
himself a member of a learned and honorable profession, who desires to
give his client more than a report of stereotyped paragraphs, it can have no
appeal. It is to be regretted that such a book has made its appearance in
accounting literature.
J. H. J.

American Association of University Instructors in Accounting
The American Association of University Instructors in Accounting is
to hold its fifth annual meeting at Haddon Hall, Atlantic City, December
28 and 29, 1920. The programme as arranged by H. T. Scovill, of the
university of Illinois, includes the following:

Tuesday, December 28, morning session, beginning at 10 A. M., aim
and scope of courses in cost accounting, income-tax procedure and graduate
and research work in accounting. The afternoon session, Tuesday, will
be devoted to a discussion of the relation of the University Accounting
Instructors’ Association to other organizations interested in accounting
education, such as the American Institute of Accountants, correspondence
schools and private business enterprises.
Wednesday, December 29, morning session, beginning at 9:30, profits
and income and revision of federal taxation. The afternoon is reserved
for a short business session, followed at 3 P. M. by a discussion of teaching
methods in accounting. Twenty-five of the leading accounting educators
of the country are to take part in the programme.
An invitation is extended to all interested in accounting education to
attend the meeting.

Theodore I. Schneider announces the change of his firm name from
Frank Loeb Schneider Company to Theodore I. Schneider Company, and
the removal of offices from 220 Fifth avenue to 1140 Broadway, New York.
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Correspondence
Accounting Terminology
Editor, The Journal of Accountancy:

Sir : I write to ask if you will be good enough to bring to the attention
of the readers of The Journal of Accountancy the action taken at the
annual meeting of the American Institute of Accountants last month, which
led to the appointment by the president of the institute of a special com
mittee on accounting terminology.
With your permission I should like to outline the present plans of the
committee, which are, of course, subject to modification, and to ask the
cooperation not only of the members of the accounting profession but of
others who are interested in the matter of securing a uniform terminology.
The need for this work is so generally recognized that it is unnecessary
to enlarge upon this point here, and it will be sufficient to say that the
use of accounting to the commercial world in America has increased so
largely in the last few years, partly on account of the work connected with
income-tax returns, that the need is greater than ever and appears to be
recognized on all sides.
The plans on which the committee is at present working are as follows:
The preparation of a preliminary list of words and expressions to be
defined. This will be gathered from actual practice and from the general
accounting literature, full use being made of the excellent reports of the
previous committees. It now looks as though the list will include at least
five hundred or six hundred words. This preliminary list being prepared,
the committee proposes to select some of the expressions which are in daily
use, such as: assets, liabilities, income, profits, etc., and to define these in all
their varieties. This list will itself be a fairly long one, as some of the
titles, such as assets and expenses, will probably include eighteen or twenty
sub-titles, such as available assets, quick assets, etc.
The committee will collect the best existing definitions for each one of
these expressions, and will then decide upon the particular definition which
appeals to the committee as a whole. The result of this will be such that,
if we take the word “assets” for example, we shall have probably eighteen
or twenty definitions of the various kinds of assets which occur in practice.
These definitions we propose having multigraphed and sent to a fairly large
list of correspondents, asking them for their suggestions and criticisms.
Upon these being received, the committee will take them as a whole and
review them—making a final list of definitions which will in turn be sub
mitted to the institute for its approval.
In addition to having these correspondents, the committee would like to
use the bulletins of the institute for the preliminary publication of these
definitions as they are determined.
When the work is completed, which will probably take a year or more,
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the institute will then have a complete set of definitions as nearly repre
sentative of the best ability of the profession as can be secured, and it is
hoped that this will prove to be of sufficient value to warrant publication
in book form by the institute and with its endorsement.
In order to enlarge the scope of this work, the committee proposes to
secure the widest cooperation possible, so as to put the work on the broadest
basis, and, with this in view, we propose to take the matter up with the
following bodies or classes of correspondents:
1. The government departments, particularly the income-tax unit, federal
trade commission, interstate commerce commission, securing, if possible,
their approval of the definitions assigned to them.
2. State public service or utility commissions, such as those of New
York, Wisconsin and Massachusetts.
3. The heads of the commercial departments of the various universities
throughout the country from Harvard to California.
4. The various leading accounting schools throughout the country.
5. Institutes or societies representing allied professions, such as the
National Institute of Cost Accountants, National Railway Accountants’
Association, National Society of Municipal Officers, and engineering
societies.
6. A few of the leading firms engaged in appraisals and efficiency work.
7, The accounting societies of Great Britain and Canada.
8. Those trade associations which have adopted uniform systems of
accounting.
9. A select list of individuals, including members of the council of the
institute and former members of the committee on terminology of the old
American Association of Public Accountants.
The committee realizes that the general acceptance of any set of defini
tions can be best secured by obtaining expressions of opinion from as wide
a range as is possible; for any attempt to force individual ideas would
deprive the work of its chief value. On this account, therefore, it not only
offers to accept, but urgently begs, that suggestions and criticisms of all
kind be sent to it by any who are interested in the matter. These may be
forwarded to any member of the committee, but for the sake of convenience
it may be better to address them to the undersigned, in addition to whom
the other members are Edward H. Moeran, of 120 Broadway, New York,
and John Flint, of 50 Pine street, New York.
Yours truly,
Walter Mucklow, Chairman,
56 U. S. Trust Company, Jacksonville, Fla.

John M. Palm, James B. Aiken and Belton B. O’Neall announce the
formation of a partnership under the title of Palm, Aiken & O’Neall, with
offices in the Southern Life building, Greenville, South Carolina.
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